AUTHENTICATED 
US. GOVERNMENT 
INFORMATION ^ 


CBO’S LONG-TERM 
BUDGET OUTLOOK 


HEARING 

BEFORE THE 

COMMITTEE ON THE BUDGET 
HOUSE OF REPRESENTATDH]S 

ONE HUNDRED TENTH CONGRESS 

FIRST SESSION 

HEARING HELD IN WASHINGTON, DC, DECEMBER 13, 2007 

Serial No. 110-26 


Printed for the use of the Committee on the Budget 



Available on the Internet: 

http:! / www.gpoaccess.gov I congress I house I budget I index.html 


U.S. GOVERNMENT PRINTING OFFICE 
39-992 PDF WASHINGTON : 2008 


For sale by the Superintendent of Documents, U.S. Government Printing Office 
Internet: bookstore.gpo.gov Phone: toll free (866) 512-1800; DC area (202) 512-1800 
Fax: (202) 512-2104 Mail: Stop IDCC, Washington, DC 20402-0001 


COMMITTEE ON THE BUDGET 


JOHN M. SPRATT, jR., South Carolina, Chairman 
ROSA L. DeLAURO, Connecticut, 


CHET EDWARDS, Texas 
JIM COOPER, Tennessee 
THOMAS H. ALLEN, Maine 
ALLYSON Y. SCHWARTZ, Pennsylvania 
MARCY KAPTUR, Ohio 
XAVIER BECERRA, California 
LLOYD DOGGETT, Texas 
EARL BLUMENAUER, Oregon 
MARION BERRY, Arkansas 
ALLEN BOYD, Florida 
JAMES P. McGovern, Massachusetts 
NIKI TSONGAS, Massachusetts 
ROBERT E. ANDREWS, New Jersey 
ROBERT C. “BOBBY” SCOTT, Virginia 
BOB ETHERIDGE, North Carolina 
DARLENE HOOLEY, Oregon 
BRIAN BAIRD, Washington 
DENNIS MOORE, Kansas 
TIMOTHY H. BISHOP, New York 
GWEN MOORE, Wisconsin 


PAUL RYAN, Wisconsin, 

Ranking Minority Member 

J. GRESHAM BARRETT, South Carolina 
JO BONNER, Alabama 

SCOTT GARRETT, New Jersey 
MARIO DIAZ-BALART, Florida 
JEB HENSARLING, Texas 
DANIEL E. LUNGREN, California 
MICHAEL K. SIMPSON, Idaho 
PATRICK T. McHENRY, North Carolina 
CONNIE MACK, Florida 

K. MICHAEL CONAWAY, Texas 
JOHN CAMPBELL, California 
PATRICK J. TIBERI, Ohio 
JON C. PORTER, Nevada 
RODNEY ALEXANDER, Louisiana 
ADRIAN SMITH, Nebraska 
[Vacancy] 


Professional Staff 

Thomas S. Kahn, Staff Director and Chief Counsel 
Austin Smythe, Minority Staff Director 


(II) 



CONTENTS 

Page 

Hearing held in Washington, DC, December 13, 2007 1 

Statement of: 

Hon. John M. Spratt, Jr., Chairman, House Committee on the Budget 1 

Hon. Paul Ryan, ranking minority member. House Committee on the 

Budget 2 

Hon. Adrian Smith, a Representatiye in Congress from the State of 

Nebraska, prepared statement of 

Peter Orszag, Director, Congressional Budget Office 

Prepared statement of 13 

Hon. Lloyd Doggett, a Representatiye in Congress from the State of 
Texas, Wall Street Journal article, “The Biggest Budget Buster” 42 


(III) 






CBO’S LONG-TERM BUDGET OUTLOOK 


THURSDAY, DECEMBER 13, 2007 

House of Representatives, 
Committee on the Budget, 

Washington, DC. 

The committee met, pursuant to call, at 10:00 a.m., in room 210, 
Cannon House Office Building, Hon. John M. Spratt Jr. [chairman 
of the committee] presiding. 

Present: Representatives Spratt, Cooper, Becerra, Doggett, Berry, 
Boyd, McGovern, Scott, Etheridge, Moore, Ryan, Hensarling, 
McHenry, Conaway, Tiberi, Smith. 

Chairman Spratt. I call the Committee hearing to order. And 
welcome to the Committee today once again. Dr. Peter Orszag. 

We are fortunate to have Dr. Orszag testify today about the lat- 
est report from the CBO on the long-term budget outlook, although 
I will say that the picture he paints there can get rather apoca- 
lyptic. 

By my count, this is the ninth time that Dr. Orszag has testified 
before the House Budget Committee. Fortunately for him and his 
able staff at CBO, we will be leaving town soon. But when we come 
back in January, we will be depending on you more than ever as 
we begin to put together a budget for the forthcoming fiscal year. 

Last week, the Budget Committee focused on the short-term eco- 
nomic projections. With the evidence of an economic slowdown or 
recession mounting, we ask our panelists for their best judgments 
about where the economy is headed, the implications of the prob- 
lems in the housing market, and what can be done in our budget 
to improve the near-term economic situation. 

Today’s hearing shifts to the long-term outlook. For the past sev- 
eral years, all of the government’s fiscal analysts, major depart- 
ments, the Congressional Budget Office, GAO, the actuaries or 
trustees of Social Security and Medicare all have painted a pretty 
gloomy picture of our long-term prospects. 

Using recent trend data and policy preferences, what the CBO 
calls the alternative baseline scenario, CBO projects that the fiscal 
gap over the next 75 years, between now and 2082, we will reach 
6.9 percent of GDP, the fiscal gap, the situation where we are and 
where we would have to go if we wanted to essentially carry for- 
ward the current situation. 

At the heart of all of this are healthcare costs. Unfettered and 
based upon historic averages, CBO projects that public health 
spending will literally consume the economy over the next 75 years. 

( 1 ) 
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Using more realistic projections of public and private healthcare 
costs, Federal healthcare spending is constrained to reach only 50 
percent of GDP in 2082. These are figures that cannot be ignored. 

Dr. Orszag has noted that there are significant opportunities to 
reduce healthcare costs without harming healthcare outlooks. It is 
important, critical, and vital that we begin to explore these oppor- 
tunities, particularly in connection with a system-wide look at both 
private and public healthcare practices. We will talk about more of 
this in the course of the hearing today. 

Dr. Orszag, thank you for your excellent testimony today, for 
your projection, and for CBO’s painstaking and path-breaking work 
throughout the year. We very much appreciate the quality of your 
work and your forthcoming willingness always to tackle these 
tough topics with us. 

Before turning to you for your testimony, I want to yield to our 
Ranking Member, Mr. Ryan, for any opening statement that he 
would like to make. 

Mr. Ryan. Thank you. Chairman. 

First of all, I want to thank you for going ahead with this hear- 
ing today, and this is going to he a challenging week. By my count, 
we have had nearly ten hearings on this subject this year and I do 
not think there is any other issue on which our time could have 
been better spent. 

So this is something we should be talking about here in the 
Budget Committee. Long after today’s tax and spending economic 
issues have been resolved, this problem will still be with us and 
getting worse each year if we fail to address it. 

So I want to thank you sincerely. Chairman. I think you are 
doing us a great service by having these hearings. 

As this Committee knows too well and as Director Orszag is 
going to remind us today, the single largest threat to our nation’s 
long-term economic health is the unsustainable path of Federal 
spending and particularly entitlement spending. So I just want to 
review a couple of facts and then hopefully we can move forward 
with some common principles. 

Spending by the Federal Government consumes about one out of 
every five U.S. dollars. Left on its current path, by 2050, Federal 
spending will absorb nearly one out of every two dollars, about half 
of our entire economy. 

Now, every dollar the government spends is a dollar that is no 
longer available for generating growth in the economy. So if we get 
to that level of spending, whether it is financed by taxes or bor- 
rowing or some combination of the two, it will cripple the U.S. 
economy and any hope we have to compete, let alone lead, in the 
world market. 

That is why those of us who call ourselves conservatives want to 
leverage more of our economic strengths to fulfill our most impor- 
tant domestic priorities rather than relying solely on costly govern- 
ment programs that we know right now cannot keep their prom- 
ises. 

As we know, the core problem consists of three major programs. 
Social Security, Medicare, and Medicaid, very important programs. 
And as currently structured, assuming no new programs or bene- 
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fits, these three programs alone by mid century will consume as 
much as the entire Federal Government does today. 

And, of course, that does not account for any of the massive enti- 
tlement expansions, healthcare or otherwise, currently being con- 
sidered by Congress. This will happen at a time when nearly 80 
million baby boomers are retired or retiring, meaning they will be 
drawing resources from the economy rather than contributing to it 
and there will be a shrinking number of workers in the system to 
support this ballooning number of retirees. 

None of this is news. We have all heard this before. We have 
been aware of this problem for decades. 

A couple of years ago, we passed the DRA which saved $40 bil- 
lion over five years. I am glad we took the necessary step. I was 
proud of that accomplishment, but it was a small drop in the buck- 
et. 

Now, the problem really should be a major part of our national 
debate right now. And I really hope that as our presidential cam- 
paigns heat up, I hope that this becomes a centerpiece issue to be 
discussed in our presidential campaigns. This is something we need 
to address. 

And at this point, I think we all understand that, number one, 
we have a problem; and, number two, it is our largest entitlements 
that are unsustainable and they need to be reformed. And for my 
money, I think there are three things we need to keep our eye on. 

Number one, how do we continue meeting the mission of these 
entitlements? The mission of health and retirement security is 
something we all agree with, that we all believe in. So how do we 
meet the mission of these entitlements? 

Number two, how do we stay globally competitive? How do we 
make sure that our kids and grandkids can get good careers and 
maintain a high standard of living? 

And, number three, how do we see to it that we leave our kids 
with a debt-free nation? 

Those three goals are not necessarily mutually exclusive goals, 
but they could be mutually exclusive goals if we do not do this 
right. 

So if we want to have a debt-free nation, if we want to give our 
kids and our grandkids the American legacy of a higher standard 
of living by getting America competitive in the 21st century and 
give them a competitive economy to grow up in and we want to 
meet the mission of these entitlements, we are going to have to 
think outside the box, we are going to have to reform these pro- 
grams, and they are going to have to be done a lot differently than 
they are now if we are going to make right by our kids and our 
grandkids. 

And that is what I think this Committee ought to be talking 
about. And that. Chairman, is why I thank you for having this 
hearing and the others you have had like it. 

Chairman Spratt. Thank you, Mr. Ryan. 

Dr. Orszag, before turning to your testimony, let me ask that all 
members be allowed to submit an opening statement for the record 
at this point if there is no objection. 

[The prepared statement of Mr. Smith follows:] 
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Prepared Statement of Hon. Adrian Smith, a Representative in Congress 
From the State of Nebraska 

Good morning and thank you, Chairman. 

Fiscal discipline is one of my greatest concerns. By serving on this Committee, 
my goal is to add restraint to the budget process. Congress must use the budget 
process to promote reforms which will make government programs sustainable for 
the long-term. 

At this point in time, no one in Congress — and certainly no one on this Com- 
mittee — can claim ignorance of the entitlement spending crisis facing our nation. We 
know these safety net programs must be reformed in order to survive; and we know 
the reforms must be substantive and immediate. 

We have an obligation to exercise accountability and fiscal responsibility in gov- 
ernment spending. As this Committee plans for future federal budgets, the warnings 
and information expressed to us today are of utmost importance. We should heed 
the advice of these experts, and take action accordingly. 

I appreciate the Committee for holding this hearing today. Thank you to Dr. Peter 
Orszag for highlighting the Congressional Budget Office’s Long-Term Budget Out- 
look before the Committee. 

Chairman, I look forward to continuing to work with you on real entitlement re- 
forms, and I thank you for your time. 

Chairman Spratt. And, secondly, as to your own testimony, you 
have filed a written copy. We will make that copy a part of the 
record and you can summarize it any way you see fit. 

You are the only witness today, so I would encourage you to take 
your time when you are plowing through. And your efforts to ex- 
plain these new concepts like excess cost growth, I think, would be 
useful as part of your briefing. 

Thank you for coming. Thanks for your testimony. We look for- 
ward to your presentation. 


STATEMENT OF PETER ORSZAG, DIRECTOR, CONGRESSIONAL 

BUDGET OFFICE 


Mr. Orszag. Thank you very much, Mr. Chairman. 

And before I begin, since, as you noted, we are nearing the end 
of the calendar year, let me just recognize and thank the out- 
standing work that CBO staff has put forward through the year 
which makes reports like the one that we are discussing today pos- 
sible. 
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In the very short run, over the past few years, as the first chart 
shows, there has been an improvement in the nation’s fiscal deficit, 
a reduction from roughly three and half percent of GDP to just over 
one percent of GDP or the size of the economy last year. That im- 
provement may generate some sense of complacency about the na- 
tion’s problems. 

And the strong conclusion from the report that we issued today 
is that under any plausible scenario, the Federal budget is on an 
unsustainable path over the long term and that is, as both Mr. 
Spratt and Mr. Ryan have noted, driven primarily by rising 
healthcare spending. 

Let me describe the two scenarios that we present in this report 
and the next chart summarizes the outcomes from them. 


© Projected Spending and Revenues Under CBO’s 
Long-Term Budget Scenarios 


Percentage of Gross Domestic Product 



2007* 

2030 

2050 

2082 



Extended-Baseline Scenario 


Federal Spending 

20.0 

224 

28.1 

436 

Primary Spending 

18.2 

21 8 

25.7 

32,5 

Revenues 

18.8 

21,4 

23.5 

25,5 



Alternative Fiscal Scenario 


Federal Spending 

200 

290 

41.8 

754 

Primary Spending 

18.2 

242 

28.3 

353 

Revenues 

18.8 

16.9 

19,4 

20,9 


a Fiscal year actual 


The first scenario is an extended baseline, one in which we adopt 
the assumptions that are embodied in our ten-year budget baseline 
and then extend those same concepts out over time after the tenth 
year. 

Under the scenario, we take a literal interpretation of current 
law. And so, for example, the alternative minimum tax is not in- 
dexed for inflation and it gradually takes over a significant part of 
the Tax Code. And the 2001 and 2003 tax legislation expires as 
scheduled in 2010 and various other parts of literal current law are 
implemented. 

The alternative fiscal scenario represents one interpretation of 
what observers may believe is the underlying thrust of current 
Federal policy. So, for example, it indexes the alternative minimum 
tax to inflation to avoid the AMT taking over the Tax Code. 

And I think you can actually see the big difference between these 
two scenarios is on the revenue side, reflecting the factors that I 
was just describing. 

In particular, under the extended baseline scenario, revenue 
rises from a little under 19 percent of the economy last year in 
2007 to 25.5 percent of the economy by 2082. Under the alternative 
fiscal scenario by contrast, revenue is roughly flat as a share of the 
economy. 
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On the spending side, there are some differences, but the major 
differences between the scenarios or the most important ones are 
on the revenue side. So let me start with the revenue projects. 

The Impact of the Alternative Minimum Tax on Individual 
Income Tax Revenues Under CBO’s Extended-Baseline 
Scenario 


Percent 

80 
70 
60 

so 

40 

30 
30 

10 

0 

2007 2012 2017 2022 2027 2032 2037 2042 2047 2052 2057 2062 2067 2072 2077 2082 


The next chart shows you what happens under the extended 
baseline scenario to households and in particular how they are af- 
fected by the alternative minimum tax. 

Roughly three percent of taxpayers are currently subject to the 
AMT. Under the extended baseline scenario in which the alter- 
native minimum tax is not indexed to inflation, that share would 
rise to 75 percent by the end of the 75-year projection window as 
that first chart shows you. 

The share of revenue generated by the AMT relative to total indi- 
vidual income tax revenue would also rise for some period of time. 
It would then flatten out and actually decline a little bit towards 
the end of the projection window for reasons that I could explain 
if anyone is interested. 

But the bottom line is that under the baseline extended scenario, 
the AMT assumes a much larger role in the Tax Code and that 
generates significant additional revenue along with the expiration 
of the 2001 and 2003 tax legislation and ongoing increases in real 
income which push taxpayers into higher marginal tax brackets 
and that also drives up revenue. 
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Federal Spending Under CBO’s Alternative 
Fiscal Scenario 


Percentage of Gross Domestic Product 



As we turn to the spending side, the next chart shows you the 
path of spending which is similar under the two scenarios with 
some modest differences. And I think it is almost immediately obvi- 
ous that that light blue area at the top of the graph is the primary 
driver of the increases in spending over the projection window. And 
as I have already mentioned, that is those two big health pro- 
grams, Medicare and Medicaid. 

Total spending is projected to rise from under 20 percent of GDP 
to well over 30 percent of GDP by the end of the projection window 
and under this scenario, closer to 35 percent. And that excludes in- 
terest spending which, of course, would start to accumulate very 
rapidly as debt accumulated. 

© Federal Debt Held by the Public as a Percentage of Gross 

Domestic Product Under CBO’s Long-Term Budget Scenarios 



The next chart shows you when you put the revenue and spend- 
ing sides together the path of Federal debt under these two sce- 
narios. And focusing for a moment on that alternative fiscal sce- 
nario, you can see debt explodes under the scenario very rapidly. 

The peak debt-to-GDP ratio for the United States reached 109 
percent near the end of World War II. We would reach that share 
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of GDP under this scenario in 2031 and debt would continue rising 
thereafter. We tried to evaluate the macroeconomic consequences of 
this rise in debt even if it were possible to sell additional debt at 
those kinds of ratios and I would note that investors may not be 
particularly willing to buy additional government debt as the debt 
ratios rose that high. 

By 2050, the increase in government debt which crowds out pri- 
vate investment and increases borrowing from abroad would reduce 
national income by 25 percent relative to a stable fiscal trajectory. 
That is a very substantial reduction in national income. 

Under the extended baseline scenario, largely because of the ad- 
ditional revenue that is generated by a literal interpretation of cur- 
rent law, the picture actually looks somewhat better for several 
decades and then the ongoing increases in healthcare spending 
starts to drive up debt as a share of the economy. And by the end 
of the projection window, you are again on an unsustainable path. 

© Federal Fiscal Imbalance Under CBO’s Long-Term 
Budget Scenarios 


Percentage of Gross Domestic Product 


Projection Period 

Revenues 

Outlays 

Fiscal Gap 


Extended-Baseline Scenario 

25 Years (2008-2032) 

20.2 

19.5 

-0.7 

50 Yeats (2008-2057) 

21.3 

21.9 

0.6 

75 Years (2008-2082) 

22.1 

238 

17 


Alternative Fiscal Scenario 

25 Years (2008-2032) 

18.6 

21 4 

2.8 

so Years (2008-2057) 

18.8 

24 1 

5.2 

75 Years (2008-2082) 

19.2 

26.1 

6.9 


One way of trying to capture or collapse all of this information 
into a single concept is illustrated on the next chart which presents 
figures for the so-called fiscal gap. And the fiscal gap is a way of 
just collapsing into a single number the present value or taking 
into account the interest cost, the time value of money, the future 
stream of revenue relative to the future stream of spending, and 
looking at the difference between the two. 

And focusing on the bottom right-hand side of that, the fiscal gap 
under the alternative fiscal scenario over the next 75 years 
amounts to almost seven percent of the economy. What that sug- 
gests is that you would need an immediate reduction in noninterest 
spending of seven percent of the economy that you then sustain out 
over time or an increase in revenue of seven percent of the econ- 
omy, and, again, permanent and sustained, in order to avoid 
unsustainable rises in debt under that scenario. Those are obvi- 
ously very big numbers. 
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Reductions in Noninterest Spending Needed to Close the Fiscal 
Gap in Various Years Under CBO’s Alternative Fiscal Scenario 


19 

16 

14 

12 

10 

5 

6 


0 

Reduction* BsQin In 2008 Reduction* B»gin In 2020 nKtuctlontBsQln in2090 Reductions Begin In 2040 


Percentage of Gross Domestic Product 


15.2 




Furthermore, the longer you wait, the more painful it gets. The 
next chart shows you what happens if instead of beginning those 
reductions in spending or equivalently increases in revenue imme- 
diately, you waited until 2020 or 2030 or 2040. The required ad- 
justments become even larger the longer you wait because of the 
years that you miss in putting the nation on a sounder fiscal path. 

And just to calibrate that, for example, if you waited until 2020 
and tried to do the adjustments at that point, the required reduc- 
tion in spending outside of interest, if you did it on the spending 
side, would amount to 43 percent. You would have to reduce every- 
thing that the government did, and I am including mandatory enti- 
tlement programs and discretionary spending, everything other 
than interest, by 43 percent and sustain that to avoid an 
unsustainable or an explosion in debt eventually occurring. That 
may help to calibrate the cost of waiting as you see the size of 
those bars go up dramatically the longer you wait. 

One factor that I have emphasized in previous testimony and 
that I will emphasize briefly again has to do with the relative con- 
tribution of demographics and other factors, including healthcare 
cost growth, on these long-term budget projections. 
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Contribution of Aging to the Fiscal Gap Under CBO’s 
Aiternative Fiscal Scenario 


Percentage of Gross Domestic Product 



The next chart shows you the pure effect of aging, that is allow- 
ing the population distribution to evolve towards older ages as is 
projected and how much that contributes to the overall fiscal gap. 

And, again, focusing on that 6.9 percent long-term fiscal imbal- 
ance under the alternative fiscal scenario, you can see that the 
dark blue and light blue lines, which are the effects of aging, 
amount to between 20 and 30 percent of the overall fiscal gap. 

In other words, most of this effect is not coming from the pure 
effect of aging and demographics. Most of it arises from other 
things like healthcare spending. And that is the central deter- 
minant of our nation’s long-term fiscal imbalance. 

And since it is the central determinant of especially the spending 
path that we are on and the overall fiscal imbalance, I do want to 
just spend the final moment or two of my oral remarks talking 
about the opportunities that exist to alter the path of spending that 
we are on with regard to healthcare. I will repeat some of the 
graphs that I always walk around with, but I think they are worth 
repeating. 

One indication of the opportunities that we have in healthcare 
spending to potentially reduce spending without harming health 
outcomes comes from the very substantial variation in healthcare 
spending across parts of the United States that cannot be ex- 
plained by the characteristics of the patients or price levels in dif- 
ferent areas. 

Spending in some areas of the country is a third of other areas. 
In Miami, the cost per beneficiary is twice as high as in Min- 
neapolis. 
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Medicare Spending per Capita in the 

United States, by Hospital Referral Region, 2003 



■ $7,200 to 11,600 (74) ■ 6,300 to <6,800 (55) FI 4,500 to < 5,800 (72) 

■ 6,800 to < 7,200 (45) ■ 5,800 to <6,300 (60) Not Populated 

Source www.dartmouthatlets.org 

And as the next chart shows, on average, additional spending 
does not generate higher or hotter health outcomes for heneficiaries 
than lower spending areas. That opens up the kind of opportunity 
that, for example, researchers at Dartmouth have suggested, that 
we could potentially reduce healthcare spending by as much as 30 
percent without harming health outcomes if we can move the dark- 
er areas of the country towards the lighter areas and the practice 
norms in the lighter areas. 



What Additional Services Are Provided in 
High-Spending Regions? 



Ratio of Use Rales (Risk-adjusted) 


0.5 too 1.6 2.0 2.5 3.0 

Discrete: Effective Care 

Rep«rfu$«n in 12 hours (Heart attack) 

Aspirin at admission (Heart attack) 
Mammogram. Woman 6S-68 

Pneumococcal immunization (Ever) 



Discrete Preference-Sensitive Care 

Total hip reptscemeni 

Total knee raplaeement 

Back surgery 

CABG follciwirtg Heart attack 



Care Delivery Who / Hovr OHen/ Where 
Total mpacent days 

Inpabantdays m ICU orCCU 

Evaluation artd managameni (Visits) 

Imaging 

Dtagnoslic tests 


• 


o's 1 

00 15 2'0 25 ' 30 


Higher in High-Spending Regions 


I Source: Elliot Fisher. Dartmouth Medical School. j 

The next chart shows you that most of the variation that occurs 
is not in things that we know work. For example, it is rec- 
ommended practice the closer you are to that vertical line, the less 
variation there is. The further you are, the more variation there is. 

It is recommended best practices. For example, to administer an 
aspirin for someone who experienced a heart attack upon admis- 
sion to a hospital, there is not very much variation in that across 
parts of the United States. 

Much less clear when an MRI should be used or other kind of 
imaging and diagnostic tests. There is a lot more variation in those 
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kinds of spending areas. Where it is less clear what should he done, 
there is more variation. Where it is less clear what should he done, 
norms in different parts of the country vary substantially in ways 
that affect spending, but apparently not average outcomes. 

And then finally, I would note many people have remarked that 
the darker areas in my map contain many of the nation’s leading 
medical centers and those leading medical centers are among the 
best in the world. 


Variations Among Academic Medical Centers 


Use of Biologically Targeted Interventions and Care-Delivery Methods Among 
Three of U.S. News and World Report’s “Honor Roll” AMCs 



UCLA 

Medical 

Center 

Massachusetts 

General 

Hospital 

Mayo Clinic 
(St. Mary's 
Hospital) 

Biologically Targeted Interventions 

Acute Inpatient Care 




CMS composite quality score 

81.5 

85.9 

90.4 

Care Delivery — and Spending — Among 
Medicare Patients in Last Six Monttis of Life 




Total Medicare spending 

50,522 

40,181 

26,330 

Hospital days 

192 

17.7 

12.9 

Physician visits 

52.1 

42.2 

23.9 

Ratio, medical specialist / primary care 

2.9 

10 

1.1 


Source: Elliot Fisher. Dartmouth Medical School. 


I would just point out as the final chart shows that if you look 
at three of our nation’s leading medical centers, when you rank 
them by quality, there does not seem to be very substantial dif- 
ferences. This is for Medicare beneficiaries in the last six months 
of life. But if you look at cost per beneficiary, and remember these 
are similar types of patients near the end of their lives, at some 
of these facilities, costs are twice as high as at others. At one of 
the facilities, $50,000 on average. Another one, about $25,000. 

When cost per beneficiary at the nation’s best medical centers 
vary by a factor of two for reasons that do not seem to be explain- 
able by the types of patients that are going to those facilities and 
that do not seem to generate differences in outcomes, I think there 
are significant questions about how we can potentially capture op- 
portunities to reduce cost without harming quality. 

And, again, that is the central long-term fiscal challenge facing 
the United States, how we can get healthcare costs under control 
and bend that cost curve. 

Thank you very much, Mr. Chairman. 

[The prepared statement of Peter Orszag follows:] 
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Mr. Chairman, Congressman Ryan, and Members of rhe 
Committee, I am pleased to testify before you this morn- 
ing on the Congressional Budget Office’s long-term bud- 
get outlook. 

Introduction and Summary 

Significant uncertainty surrounds long-term fiscal projec- 
tions, but under any plausible scenario, the federal bud- 
get is on an unsustainable path — tlut is, federal debt will 
grow much faster than the economy over the long run. In 
the absence of significant changes in policy, rising costs 
for health cate and die aging of the U.S. population will 
cause federal spending to grow rapidly. If federal revenues 
as a share of gross doniesdc product (GDP) remain at 
their current level, that rise in spending will evennially 
cause future budget deficits to become unsustainable. To 
prevent deficits from growing to levels that could impose 
substantial costs on the economy, revenues must rise as a 
share of GDP, or projected spending must fall — or some 
combination of the two outcomes must he achieved. 

For decades, spending on Medicare and Medicaid — the 
federal goveriimeiir’s major health care programs — has 
been growing faster than rhe economy, as has health 
spending in die private sector. The rate at which health 
care costs grow relative to national income — rather than 
the aging of the population — will be die most important 
determinant of future federal spending. The Congres- 
sional Budget Office (CBO) projects chat under current 
law, federal spending on Medicare and Medicaid mea- 
sured as a share of GDP will rise from 4 percent today to 
12 percent in 2050 and 19 percent in 2082 — which, as a 
share of the economy, is roughly equivalent to the total 
amount that the federal government spends today. 

(Unless otherwise indicated, all years referred to in this 
testimony are calendar years.) The bulk of that projected 
increase in health spending reflects higher costs per bene- 
ficiary rather than an Increase in the number of beneficia- 
ries associated with an aging population. 


The rise in health care spending is the largest contributor 
CO the growth projected for federal spending. Therefore, 
efforts to reduce overall governmencspending will require 
potentially painful actions to slow the rise of health 
care coses. There may be ways, however, in which policy- 
makers can reduce costs without harming the health of 
Medicare and Medicaid beneficiaries. Changing chose 
programs in ways that reduce the growth of costs — which 
will be difFicult, in part because of the complexity of 
health policy choices — is ultimately rhe nation’s central 
long-term challenge in setting federal fiscal policy. 

The aging of the population, though nor rhe primary fiic- 
ror driving higher government spending In the future, 
will nonetheless exacerbate fiscal pressures. For example, 
future growth in spending on Social Security will largely 
reflect demographic changes; CBO projects that such 
spending will increase from about 4 percent of GDP 
today to 6 percent in 25 years and then will roughly sta- 
bilize at that rare theteafret. Federal spending on pro- 
grams odier chan Medicare, Medicaid, and Social Secu- 
rity — including nadonal defense and a wide variety of 
domestic programs — is likely to contribute far less, if 
anything, to the upward trend in federal outlays as a share 
of GDP. 

All of those projections raise fundamental questions of 
economic sustainability. If outlays increased as projected 
and revenues did not grow at a cortespoiidiiig rate, defi- 
cits would climb and federal debt would grow signifi- 
cantly. Substantial budget deficits would reduce national 
saving, which wotild lead to an increase in borrowing 
from abroad and lower levels of domestic iiivestnieiir that 
in turn woidd constrain income growth in the United 
States. In the extreme, deficits could seriously harm the 
economy. Such economic damage could be averted by 
putting rhe nation on a sustainable fiscal course, which 
would require some combination of less spending and 
more revenues than the amounts now projected. Making 
such changes sooner rather than later would lessen rhe 
risk chat an unsustainable fiscal path poses to the 
economy. 
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Table 1. 

Assumptions About Spending and Revenue Sources Underlying CBO’s Long-Term 
Budget Scenarios 


Medicare 


Medicaid 
Social Security 

Other Spending Excluding Interest^ 


Individual Income Taxes 

Corporate Income Taxes 
Payroll Taxes 

Excise and Estate and Gift Taxes 
Other Revenues 


Extended-Baseline Scenario Alternative Fiscal Scenario 

Assumptions About Spending 


As scheduled under current law 


As scheduled under current law 
As scheduled under current law 
As projected In CBO’s 10-year baseline 
through 2017, then remains at the 
projected 2017 level as a share of GDP 


Physician payment rates grow with the Medicare 
economic index {rather than using the lower 
growth rates scheduled under the 
sustainable growth rate mechanism) 

As scheduled under current law 
As scheduled under current law 
Remains at the 2007 share of GDP 


Assumptions About Revenue Sources 


As scheduled under current law 

As scheduled under current law 
As scheduled under current law 
As scheduled under current law 
As scheduled under current law through 
2017; constant as a share of GDP 
thereafter 


2007 law with AMT parameters indexed for 
inflation after 2007 
As scheduled under current law 
As scheduled under current law 
Constant as a share of GDP for the entire period 
As scheduled under current law through 2017; 
constant as a share of GDP thereafter 


Source: Congressional Budget Office. 

Notes: The extended-baseline scenario adheres closely to current law, following CBO’s 10-year baseline budget projections from 2008 to 

2017 and then extending the baseline concept in its projections tor the rest of the years in the 75-year projection period, to 2082. The 
alternative fiscal scenario deviates from CBO’s baseline projections even during the next 10 years, incorporating some changes in pol- 
icy that are widely expected to occur and that policymakers have regularly made in the past. 

GDP = gross domestic product; AMT = alternative minimum tax, 

a. Federal spending on the refundable portions of the earned income tax credit and the child tax credit is not held constant as a percentage 
of GDP but is instead modeled with the revenue portion of the scenarios. 


Loiig-rerin projections rely on numerous assninprioiis 
about economic and fiscal factors, and many different 
assumptions are possible. For this analysis, CBO presents 
two scenarios that are based on different assumptions 
about the federal budget over rhe next 75 years (see 
Table 1). 

■ The “extended-baseline scenario” adheres most closely 
to current law, following CBO’s 10-year baseline for 
the first decade and tlien extending the baseline con- 
cept beyond that 10-year window.^ The scenario’s 
assumption of current law implies that many policy 
adjustments that lawmakers have routinely made in 
the past will not occur. 


■ The “alternative fiscal scenario” represenrs one inter- 
preration of what it would mean to continue today’s 
underlying fiscal policy. This scenario deviates from 
CBOs baseline even during rhe next 10 years because 
it incorporates some changes in policy that are widely 
expected to occur and that policymakers have regu- 
larly made in the past. Different analysts may perceive 
the underlying intention of current policy differently, 
however, and other interpretations are possible. 


1. CBO’s baseline is a benchmark for measuring the budgetary 
effeas of proposed dianges in federal revenues or spendit^. The 
projections of budget authority, outlays, revenues, and tlie deficit 
or surplus ttiac it comprises are calculated according to rules sec 
forth in the Balanced Budget and Emergency Deficit Control Act 
ofl985. 


2 





16 


Figure 1. 

Revenues and Spending Excluding Interest, by Category, as a Percentage of 
Gross Domestic Product Under CBO’s Long-Term Budget Scenarios 

(Percent) 

40 

30 

20 

10 

0 

1962 1972 1982 1992 2002 2012 2022 2032 2042 2052 2062 2072 2082 


Extended-Baseline Scenario 


Actual 

Projected 

Revenues 



Medicare and Medicsfitf 

1 1 1 1 

Other Federal Noninterest Spending 

^ 1 1 1 1 1 I 


40 

30 

20 


10 


0 


Alternative Fiscal Scenario 



1962 1972 1982 1992 2002 2012 2022 2032 2042 2052 2062 2072 2082 


Source: Congressional Budget Office. 

Note: The extended-baseline scenario adheres closely to current law, following CBO's 10-year baseline budget projections from 2008 to 2017 
and then extending the baseline concept in its projections for the rest of the years in the 75-year projection period, to 2082. The alter- 
native fiscal scenario deviates from CBO's baseline projections even during the next 10 years, incorporating some changes in policy 
that are widely expected to occur and that policymakers have regularly made in the past. 


Under both scenarios, rocal primary spending (all spend- 
ing except interest payments on federal debt) would grow 
sharply in coining decades, CBO estimates, rising from 
its current level of 18 percent of GDP to more than 
30 percent by 2082, the end of the 75-year period that 
CBO’s long-term projections span (see Figure 1). If 
spending policy did not change and outlays did indeed 
grow to such levels relative to the economy, maintaining a 


sustainable budget path would require char federal taxa- 
tion rise similarly. In the past half-century, total federal 
revenues have averaged 1 8 percent of GDP and peaked at 
nearly 21 percent, well below projected levels of future 
spending. 

Ultimately, bodt scenarios involve an unsustainable fiscal 
path, but they differ significantly in their projections of 
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Figure 2. 

Federal Debt Held by tbe Public as a Percentage of Gross Domestic Product 
Under CBO’s Long-Term Budget Scenarios 

(Percent) 



Source: Congressional Budget Office. 

Note: The extended-baseline scenario adheres closely to current lav/, following CBO's 10-year baseline budget projections from 2008 to 2017 
and then extending the baseline concept in its projections for the rest of the years in the 75-year projection period, to 2082. The alter- 
native fiscal scenario deviates from CBO's baseline projections even during the next 10 years, incorporating some changes in policy 
that are widely expected to occur and that policymakers have regularly made in the past. 


revenues and in the extent and timing of substatitial 
increases in federal debt: 

■ Under the extended-baseline scenario, revenues would 
reach substantially higher levels than have ever been 
recorded during the nation’s history.^ Under this sce- 
nario, the 2001 and 2003 legislation that lowered tax 
rates would expire as scheduled at the end of 2010, 
and the impact of the alternative ininimum tax 
(AMT) would expand substantially over time (because 
its parameters, unlike most parts of the tax system, are 
not indexed to inflation).'^ In addition, ongoing 
increases in real income (that is, income after an 
adjustment for inflation) would push taxpayers into 
higher income tax brackets. As a result, by 2082, fed- 
eral revenues would reach 25 percent of GDP. With 


2. The projections that make up CBO’s baseline are not intended to 
be prediaions of future budgetary outcomes; rather, they repre- 
,sent CBO’s besr judginenc of how economic and other factors 
would affect federal revenues and spending if current laws and 
policies remained in place. For details, see Coiigre.ssional Budget 
Office, Tfe Budget and Economic Outlook: Fiscal Years 2008 to 
20/7 (Taniiaiy 2007), p. 5- 


tlie projected revenue increases embodied in this sce- 
nario, federal debt held by the public would fall rela- 
tive to GDP until 2026. Then it would start to climb, 
and if federal spending were allowed ro grow as pro- 
jected, policymakers would have to raise revenues fur- 
ther to keep the growth of debt from outpacing 
the growth of the economy (see Figure 2 and 
Table 2). 

■ Under the alternative fiscal scenario, by contrast, none 
of the changes to tax law scheduled after 2007 would 
take effect, and the AMT would be indexed to infla- 
tion. As a result, revenues would remain roughly con- 
stant as a share of GDP The combination of roughly 
constant revenues and significantly rising expenditures 
would quickly create an unstable fiscal situation. 


3- The AA4T is a parallel income tax system with fewer exemprioms, 
deduCTioiis, and rates than the regular income tax. Households 
must calculate their tax liability (die amount diey owe) under 
both the AMT and the regular income tax and pay the larger of 
the two amounts. 
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Table 2. 

Projected Spending and Revenues as a Percentage of Gross Domestic Product 
Under CBO’s Long-Term Budget Scenarios 


(Percent) 



2007" 

2030 

2050 

2082 



Extended- 

-Baseline Scenario 


Primary Spending 

Social Security 

4.3 

6,1 

6.1 

6.4 

Medicare'^ 

2.7 

5.6 

8.9 

14.8 

Medicaid 

1.4 

2.5 

3.1 

3.8 

Other noninterest 

9.9 

7.7 

7.6 

7.6 






Subtotal. Primary Spending 

18.2 

21.8 

25.7 

32.5 

Interest 

1.7 

0.6 

2.3 

11.0 






Total, Federal Spending 

20.0 

22.4 

28.1 

43.6 

Revenues 

18.8 

21.4 

23.5 

25.5 

Deficit {-) or Surplus 

Primary deficit (-) or surplus 

0.5 

-0.4 

-2.3 

-7.1 

Total deficit 

-1.2 

-1.0 -4.6 

Alternative Fiscal Scenario 

-18.1 

Primary Spending 

Social Security 

4.3 

6.1 

6.1 

6.4 

Medicare^ 

2.7 

5.9 

9.4 

15.6 

Medicaid 

1.4 

2.5 

3.1 

3.7 

Other noninterest 

9.9 

9.8 

9.7 

9.6 






Subtotal, Primary Spending 

18.2 

24.2 

28.3 

35.3 

Interest 

1.7 

4.8 

13.6 

40.1 






Total, Federal Spending 

20.0 

29.0 

41.8 

75.4 

Revenues 

18.8 

18.9 

19.4 

20.9 

Deficit (-) or Surplus 

Primary deficit (-) or surplus 

0.5 

-5.3 

-8.9 

-14.4 

Total deficit 

■1.2 

-10.1 

-22.5 

-54.5 


Source: Congressional Budget Office. 


Note: The extended-baseline scenario adheres closely to current law, following CBO's 10-year baseline budget projections from 2008 to 2017 
and then extending the baseline concept in its projections for the rest of the years in the 75-vear projection period, to 2082. The alter- 
native fiscal scenario deviates from CBO's baseline projections even during the next 10 years, incorporating some changes in policy 
that are widely expected to occur and that policymakers have regularly made in the past, 

a. For 2007, numbers are actual and on a fiscal year basis. 

b. Spending for Medicare beneficiaries is net of premiums. 

A useful metric for the size of the adjustments in either cent of GDP through 2057 and 1.7 percent of GDP 
spending or revenues required ro avoid unsustainable through 2082 (see Box 1). In other words, under that sce- 

increases in government debt is provided by the so-called nario, an immediate and permanent reduction in spend- 

fiscal gap. The gap measures die immediate change in ing or an immediate and permanent increase in revenues 

spending or revenues necessary to generate a stable fiscal of 1.7 percent of GDP — or an even larger percentage, if 

trajectory over a given period. Under the extended- the change in policy was delayed — ^would be necessary to 

baseline scenario, the fiscal gap would amount to 0.6 per- create a sustainable fiscal path through 2082. 
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Box 1. . . ..... 

Ilie Fiscal Gap 

One perspective on the federal govern inenrs financial 
scacas can be garnered by examining projections of 
-anniMi revenues and outlays. Pfesenc-value measures 
augment those annual data b)' smmnarizmg the 
expecred long-ierm flmvs-ol'r«:eipti and'S|)ending in 
a single number. (A picscnc'valuc calailarion adjusts 
fuaue payments for the timevaiue of money to. make 
them comparable with payments today.) I’he fiscal 
gap is a present-value measure of the iuiion's fiscal 
imbalance. 

That imbalance is a measure of federal shortfalls over 
a given period. It represents the extent to which. the ' 
government would need to immediately and perma- 
nent!)' cither raise tax revenues or cut spending- or 
do both, to some degree^— ho make the govcniniciu's 
debr the Siimc size fin , relation to the economy) at the 
end of thar period .a.s it was at the beginning; 

The C!ongression,il Budget Dffice (CBO) calcuiares 
the present value of a stream ol i'uuue revcmics by 
caking the revenues for each year, discounckigeach 
\ralue to 2007 dollars, and. then summing rhe result-. 
Ing .series, d'he <;ame method is applied to the pro- 
iected stream of outlays. ' CBi) also computes a ' ■ 
present value lor future gross domestic product 
(GDP). (The (able to the right presents the- present 
value of onilays and a-venuesas a share of the presenr 
value of GDH) 


Federal Fiscal flap I ndcr ClJO’s 
hong-Tcpni Rudget Scenarios 

(Percentage of gross domestic product) 

Projection Period ; Revenues Outlays f iscal Gap 


Nwe: iheexteiided-baselifie setsnatio adheres closely to 
current law. following CBO's iO-year baseline budget 
. . proiettions.frora^)08tO‘2017andlthcncxtenriin9the 
baseline concept in its projections for the rest of the 
years in the JS-year proierlton period, tn 2082. The ' 
alternative fiscal scenario deviates from CBO’s baseline 
• •' projections , even during the next iC years, mcorporatma 

some changes in policy that are widely expected to 
■ ‘ occur and that policymakers have regularly made in the; 
past 


,t. To allow for tl>e increase m rhe iionimal valtie of rhe debr - 
ihac'vPutd occur. e'-en . if thar debt was maintained ar jcs aii r 
rent.sbare of gross demesne product iGDP). the prewnt 
value oi’oiixlavs is adjusted iu aevoutu for diat chai^m 
debt. %)ecificil{y. ihc current debt b added loihcnudaT 
mea-suie, and the present value of die uiget end-of-period 
debt h subtracted. (Theend-of-peiiodtlkirh eqiul toCDP 
jn the last jrear of the period lu^tighed by die Z0(P debt tu- 
GDP rada.) 



Extended-Baseline Scenario 

25 Yeats (2008 2032) 

20.2 

19.5 

0.7 , 

.50 Years (2008-2.057) 

21.3 

21,9 

0.6 

75 Years (2008-208?) 

??.i 

23.8 

1-7 


AHBrfiatlve Fiserf Scenario 

25 Years (2008-2032) 

18.6 - 

21.4 

2.8 

.50 Vpais (2003 2057) 

18.8 

241 

52 

75 Years (2008-2082) 

19.2 

26.1 

6.9 


Source: Gongressionaf Butfejet Office. 


Under the alceruacive fiscal scenario, the fiscal gap would 
be much laiger, amounting to 5.2 percent of GDP 
through 2057 and 6.9 percent through 2082. 

Under both scenarios, growing budget deficits and the 
resulting increases in federal debt could lead to slower 
economic growth. The effects would be most striking 
under the alternative fiscal scenario — debt would begin 


to climb rapidly and would reach roughly 300 percent of 
GDP by 2050. Thar rising federal debr would affect the 
capital stock (businesses’ equipment and structures as 
well as housing). In CBO’s estimation, debt would reduce 
the capital stock — compared with what it would be if 
deficits were held to their share of the economy in 
2007 — by 40 percent in 2050 and would lower real gross 
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nacional produce (GNP) by 25 percent/ Although the 
ourlook for the economy under rhe extended-baseline 
scenario would be more auspicious in rhe near term, over 
rhe long run, rising deficits would also lead to significant 
economic harm. 

Differences between the economic costs of one policy for 
achieving long-term fiscal sustainability and those of 
another are generally modest in comparison with the 
costs of allowing deficits to grow to unsustainable levels. 
In particular, the difference in economic costs between 
acting to address projected deficits (by either reducing 
spending or raising revenues) and failing to do so is gen- 
erally much larger than the cost implications of pursuing 
one approach to deficit reduction rather than another. 
Nonetheless, a policy of reducing the growth of spending 
would in general impose smaller macroeconomic costs 
than one of increasing tax rates, although the economic 
effects would depend in part on the specific measures that 
were adopted. 

On the spending side of the budget, rhe most significant 
cause of future long-term growth — health care costs — is 
also particularly complicated to address. Policymakers 
face both challenges and opportunities in tiying to reduce 
those costs. Over long periods, cost growth per benefi- 
ciaiy in rhe Medicare and Medicaid programs has tended 
to track cost trends in private-sector markets for health 
cate. Many analysts therefore believe that significantly 
constraining rhe growth of costs for Medicare and Medic- 
aid is possible only in conjunction with slowing rhe 
growth of costs in the health sector as a whole. 

A variety of evidence suggests that opportunities exist to 
constrain costs without incurring adverse consequences 
for health outcomes — and even perhaps to simulta- 
neously reduce cost growth and improve health. So a cen- 
tral challenge will be to restrain the growth of costs with- 
out harming the incentives to provide appropriate Ciire 
and develop valuable new health treatments. Moving the 
nation toward that possibihty — ^whicli would inevitably 
be an iterative process in which policy steps were tried, 


4. Gross nacional product measures the income of residents in the 
United States after deducting net paymenus to foreigners. Gross 
domestic product, by contrast, measures the income tlut is gener- 
ated by the production of goods and seivices on U.S. soil, includ- 
ing rhe production that is financed by foreign investors. Because 
rising deficits can increase borrowing from foreigners, GNP is a 
better measure of the economic effects of deficits than is GDP 


evaluated, and perhaps reconsidered — is essential to 
moving die country toward a sounder long-term fiscal 
footing. 

The Outlook for Federal Spending 

For much of its history, rhe United Stares devoted only a 
small fraction of its resources to the activities of the fed- 
eral government. But the second half of the 20th century 
marked a period of sustained higher peacetime spending 
by the federal government. For the past 50 years, federal 
outlays have averaged about 20 percent of GDP. In fiscal 
year 2007, those outlays totaled $2.7 trillion. 

Not only has the amount of such spending grown, but its 
composition has changed dramatically. Spending for 
mandatory programs has increased from less than one- 
third of total federal outlays in the early 1960s to more 
than one-half in recent years. Most of that growth has 
been concentrated in Medicare, Medicaid, and Social 
Security. Together, gross outlays for those programs now 
account for about 45 percent of federal outlays, com- 
pared with 2 percent in 1950 (before the health programs 
were created) and 25 percent in 1975. 

The most significant factor in rhe furute growth of fed- 
eral spending, as noted earlier, will be spending on Medi- 
care and Medicaid. Rising costs for health care are boost- 
ing spending for those programs to a greater degree than 
can be explained solely by increases in enrollment and 
general inflation. Since 1975, all factors, including policy 
changes, have caused annual costs per Medicare enrollee 
(after adjustments for changes in the age distribution, or 
profile, of the beneficiary population) to grow an average 
of 2.4 percentage points faster than per capita GDP —a 
difference referred to as excess cost growth. Over the same 
period, excess cost growth in Medicaid was 2.2 percent. 

For its long-term projections, CBO assumed that even in 
the absence of changes in federal law, rates of spending 
growth in the Medicare and Medicaid programs would 
probably moderate to some degree. As costs continue to 
rise, regulatory changes are likely at rhe federal level. At 
the state level, both legal mid regulatory changes will 
probably occur; those changes would directly affect Med- 
icaid, which is a joint federal-state program. And actions 
by employers, households, and insurance firms to slow 
the rate of health cost growth in the private sector are 
likely to affect the public insurance programs to some 
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Box 2. 

Aging, l^xcess Cost Crowth in Health Spending, and tlie Federal Budget 


Tlu’ D.uianV long-rtTiii fticdl outlook h .urecutl by 
the rapid growth ol health care costs and an aging 
popubrion. 1 iealcii care costs-and demographics each 
affecr goverixment spending and revenues indepen-, 
detiily. The interaction of demographics and health 
tjre ro.sl.s is also imporianr. 

One method for esrinuwing the dfoct of aging on 
spending growth for \iedicare» Medicaid, and Social 
Security is to ask how much spending would rise if 
agmg were the only laccor driving. that growtliJ The. 
Orst .ippntadi exuntines the imrease in spending ft>r 
Medicare, Medicaid, ‘and-Socinl Seciificy when the 
popnbtion profile is allowed to change-over rime as 
the population ages bite excess cost growth is con- 
sirihned to be zero. (Excess cost growtir is the percent- 
age by wliich the growth ofiicalth care costs per iiidi- 
vrdualexceeds the growth, of per capUagco.'w , 
domestic produce, or CIDP.) Under that merhod, 
aging would account for 27 percent of the total pro.-' - 
je«-ied increase m Medicare. Mediutd, and Six.ial 


1. , pucposes'of assessing liie cilecR ot an ^ingpoptila-. 
uon, tlie Congressional Budget Office ;CBO),used the 
.asM^pcions-of ihealteinatiwe fiscal scenario, for the calcifia- 
.rions above. C’BO used tlie path fi»r gro.vi« domewieproduw ^ 
bc'tn the aifenutivi- fiscal sa-narif*. 


Seturiiy sjvnding as .t sli.tm of GF)? througli 2050 
aifo 20 |>ercenT through 2082.^ Tire relative effect of 
aging is proiecred to decrease over rime as the. impact- 
of excess cost growth accumubtes. 

Another way to measure die effect of aging on spend- 
ing is to ask liow nmch lower .sjietrding would be if 
the -aging factor \wis removed' from ilm profeerrons. 
-vSuppo.'K chat -excess cost growth- was consistent .wicli: - 
the assumptions underlying the Congressional Bud- 
get Office’s (CBO’s) alternative fiscal scenario but die 
papulauoii prolile is con.srrained utn to change over 
time. Under riiar method, spending on Medicare, 
Medicaid, and Social Security asa shareot CiDP. - - 
through 2050 would be .80 percent lower than it 
would be if the populations aging was a factor in the 
caLubtions: througii 2082. that spending would be 
38 jsereem lower. The effects on spending that can be 
aici'ibuted to aging would be greater under diis 
approach than under the previous method because 
excess cost growtli would amplify those effects. 


2; Jiowe\'er. as n«ed ill GBOs November 200? report n*r \- 
. Long 'temt . Outlook fbr iisakh Can' bpendiftgM Medicare and 
Medicaid -were considered €>o their Q-wn.a^ing would ■ 
.Kcoiuir for unly 10 percetir of the projected .spending 
, .ittca-3sethroi^h2082./ • : 


extent.^ Yet even luider an assumption of slowing growth 
rates, total federal Medicare and Medicaid outlays over 
the next 75 years would grow from 4 percent of GDP to 
19 perceiir, CBO projects. 

The retirement of die baby-boom generation (die large 
group of people born between 1946 and 1964) porrends 
a iong-lasdng shift in the age profile of rhe U.S. popula- 
tion, a shift that will substantially alter the balance 
between the population’s working-age and redrement-age 
components. The share of people 65 or older is pro- 

jected to grow from 12 percent in 2007 to 19 percent in 


5. See Congressional Budget Office, The Long-Term Outlook for 
Health Care Spending (November 2007). 


2030, and the share of people ages 20 to 64 is expected to 
fall from 60 percent to 56 percent. Aging will contribute 
to the growth of health care spending, but excess cost 
gro-wth will remain rhe dominant factor. 

By comparison, aging will be the primary factor in the 
gro-wth of costs in rhe Social Security program. CBO 
projects that the number of workers per Social Security 
beneficiaiy will decline significantly over the next three 
decades, dropping from about 3.2 now to 2.1 in 2030. 
Unless immigration, fertility, or mortality rates change 
markedly, that mmiber will continue to slowly fall after 
2030. The iiireracrioii of growth in the retired population 
and the current structure of Social Security leads CBO to 
project that the total cost of Social Security benefits will 
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Box 2. 

Continued 


CBO also measured rhe relative efteers of excess cost 
gxowrh and the coming age shites in the population • 
by examining how ihoseiucTorsmightaffecc the iiscal 
gap and projecied federal debt m 2082."^ As under the 
first lueihod alKn-e, ilte resiilcs from a jii.eiiario that 
incorporates no excess cost growth bur allows the 
populations age profile to change was compared with 
rhe overall fiscal gap. broni that. comparison, agmg^ 
would account for 21 percent of die irscxil gap 
tljrough 2057. and. 20 percent througli 2082. 

The second method described above can. also be used 
to consider how removing. the aging population’s ’. . 
effects would influence the fiscal gap. L’nder riur 
method, aging would .iccouJU for 31 pcrtcni of the 
gap through 2057 and 32-perceiiL through 2082. As 
with the measures of spending dcsciibcd earlier, rhe 
effeason rhe gap attributable to aging would be 
greater under. this approach because of rheinferaction 
witli excess cost growth. 


i..' For all of tlie, tfscaf gap catcofat ions described licrc; die patlis 
. . forCjlDhaudtt'veiiues maidi.ihosegejiemed under die . , 
ahcuiauvc fiscal saryiU). Ihf tisedgap is a iHfa*uic pf Jl’d- 
vral shonfiilts over A given ^leriod. it repR.-sciiiS the onew. to 
whidi ttie.ggveninieiit would net'd ro. imnicdiaterv and per-: 
toanenth’ either raise rax revenues or cut i^iendmg - or do 
boihvio,4ome sfegtec-^io make the govenitnenu debt the 
. . . sanicsia:,(m lefautUTto die eootiontyiat the end of dun 
peijud S', ii nav ai tin. i>cgintirng. 


As the federal government’s major health care pro- 
gi-ams. Medicare, and Medicaid, dearly- are directly 
affected by the growth of health care costs. What is 
not so obvious is how such growth miglii affect reve-' 
ulirs. First, a rise in hcalih insurance preinitirns 
-would reduce the portion of caiiipensanon that • - 
employees receive as wages. The amount of diat 
reduction would then shift' from being a taxed 
amount fpan of wages) to being an umaxed form of 
coitipeiis.uion. Secondv income tax deducLions 
leiaied to medical expenses would aiwi rise relative to 
, income .as health care costs rose. (Such. deductions . . 
indude bothche deduction of health insurance pre-,.. 
niiums for the self-employed and the iienuied dfdtiL- 
lioiis for medical expenses.) 

Relative to a scenario in which health cate costs gtcsv 
at rhe same rare as GDP per capita (in other words, a 
.scenario incorporating no excess cost growth), 
income tax revenues in 2082 under the ahernadve fis- 
ted sceuiiiio wo.ild L>o lowei i>v 1 6 pkivcm,.ge pouus 
of GDR in CBO s estimation. Pavrojl taxss in that 
year would be lov^r by 0.7 peirenfage points of 
GDff^ 


t. Reclnaiom 111 laxibie.jiayroH would also leduec Sociaf Sccu-r 
ht> Ix'iidlii jH ihc fuuiR’ 


rise from 4.3 percent of GDP in fiscal year 2007 ro 
6.1 percent in 2030. (For further discussion of the rela- 
rionship between rhe aging of rhe population and federal 
outlays, see Box 2.) 

The different assumptions underlying CBO’s extended- 
baseline and alrernarive fiscal scenarios lead to different 
views of the future path of federal spending. In rhe case of 
spending for Medicare, for example, assumprions about 
the sustainable growth rate (SGR) mechanism for updat- 
ing Medicare s paymenr rates for physicians would lead ro 


slightly lower spending under rhe exrended-baseline sce- 
nario than under the alternative fiscal scenario. Under the 
extended-baseline’s assumption that current law prevails, 
rhe SGR mechanism would reduce physician payment 
rates by about 4 percent or 5 percent annually for at least 
the next several years. However, since 2003, the Congress 
has acted to prevent such reductions. Therefore, under 
the alternative fiscal scenario, Medicare’s physician pay- 
ment rates would grow with rhe Medicare economic 
index (which measures inflation in the inputs used for 
physicians’ services). The difference in spending for 
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Medicare under che rwo scenarios is less than 1 percent of 
GDP in all 75 years of the projection period. 

A larger difference between che scenarios involves tire 
assumption about other federal spending— chat is, spend- 
ing for programs other than Social Security, Medicare, 
and Medicaid but excluding interest on the public debt. 
Under che extended-baseline scenario, ocher federal 
spending in 2018 and later would equal about 7.7 per- 
cent of GDP, consistent with the projections for fiscal 
year 2017 in CBO’s March baseline and projected levels 
of refundable tax credits. Under the alternative fiscal sce- 
nario, ocher spending during che projection period would 
remain about at its current level of 9.8 percent of GDP. 

Spending for Social Security and Medicaid would be 
identical under both scenarios. In addition, both scenar- 
ios incorporate the assumption that the Social Security 
and Medicare programs will continue to pay benefits as 
currently scheduled, notwithstanding che projected insol- 
vency of che programs’ trust funds.^ 

Under che extended-baseline scenario, primary spending 
(outlays excluding interest payments) would grow from 
1 8.2 percent of GDP in fiscal year 2007 to 21 .8 percent 
in 2030, 25.7 percent in 2050, and 32.5 percent in 2082. 
The biggest factor in that growth would be the rise in 
spending in che Medicare and Medicaid programs. 

Primary spending would be higher under the alternative 
fiscal scenario chan under the extended-baseline scenario, 
largely because of the assumed difference in the amount 
of other federal spending. Under che alternative scenario, 
primary spending would reach 24.2 percent of GDP in 
2030, 28.3 percent in 2050, and 35-3 percent in 2082. 

The Outlook for Revenues 

Like federal spending, revenues have been significantly 
higher in che past half-century than in previous eras, fluc- 
tuating between 16.1 percent and 20.9 percent of GDP 
since 1 9 37. And just as spending priorities have changed 
during that period, the composition of revenues has 


6. The funds’ balances represent che total amount that the govern- 
ment is legally authorized to spend on each program. For a fuller 
discussion of che legal issues related to trast-fiind insolvency, see 
Congressional Research Service, Social Seatrity: What Would Hap- 
pen If the Trust Funds Ran C)7«.^RL335l4 {updated lune 1 4, 
2007). 


shifted. As a share of total receipts, social insurance pay- 
roll taxes (for Social Security, Medicare, unemployment 
insurance, and retirement programs for federal civilian 
employees) have increased along with the size of the 
underlying programs, whereas the shares of corporate 
income taxes and excise taxes have diminished. 

In fiscal year 2007, total federal revenues were 18.8 per- 
cent of GDP. Under the extended-baseline scenario, the 
2001 and 2003 tax cuts would expire as scheduled and 
the individual alternative minimum tax would be 
unchanged. Under that scenario, rax payments for the 
first 10 years of the 75-year projection period would be 
identical to CBO’s March 2007 baseline; payments 
wonld then rise relative to GDP thereafter, increasing by 
roughly 6.5 percentage points to reach 25 percent of 
GDP by 2082. 

C^ver a long period , the cumulative effects of inflation 
and the real growth of income would interact with the tax 
system under rhe exrended-baseline scenario (and, ro a 
lesser extent, under the alrernarlve fiscal scenario). The 
result would be higher average tax rates (that is, taxes as a 
share of income) and a significant change in the way the 
overall tax burden is distributed among households. 
Under the extended-baseline scenario, the cumulative 
effects of inflation would make about half of all house- 
holds subject CO che AMT by 2035. By 2082, more than 
three-quarters of households would be subject to it. 

Under the alternative fiscal scenario, none of the sched- 
uled changes in rax law after 2007 would rake effect, and 
the parameters of the AMT would be indexed to inflation 
in 2008 and beyond. Under this scenario, tax receipts 
would rise by roughly 2 percent of GDP over the next 
75 years. 

Projected Deficits and Debt 

For a path of spending and revenues ro be sustainable, 
any resulting debt must eventually grow no faster than 
rhe economy. Sustained deficits lead to larger amounts of 
debt, which in turn result in more spending on interesc. 
Therefore, even moderate primary deficits — deficirs 
excluding interest costs — can lead to unsustainable 
growth in federal debt. A useful barometer of fiscal policy 
is che amount of government debt held by rhe public as a 
percentage of GDP (For a discussion of why such debt is 
important, see Box 3.) At the end of fiscal year 2007, that 
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debt was 37 percent of GDP, which is slightly above the 
average for the past 40 years. 

Under the extended-baseline scenarios assumptions (spe- 
cifically, that the 2001 and 2003 tax changes expire at the 
end of 2010 and the other-spending category declines 
substantially over the next 1 0 years), rhe federal budget 
would show a surplus from 2011 through 2024. Histori- 
cally high levels of revenues and historically low levels of 
spending on programs other than Medicare, Medicaid, 
and Social Security would cause federal debt to fall sub- 
stantially during that period, dropping to 1 1 percent of 
GDP in 2025 — a smaller share than in any year since 
World War I. Debt would not return to its current share 
of GDP until 2045. However, if health costs continued to 

grow as projected under the scenario, deficits would 
return, and debt would start to climb rapidly. By the end 
of the 75-year projection period, debt would reach 
239 percent of GDP and be poised to continue on an 
uiisusniinable path. 

Under the alternative fiscal scenario, deficits would begin 
to grow immediately. In fiscal year 2007, the deficit was 
1 .2 percent of GDP; under die akernadve fiscal scenario, 
it would grow to 1.8 percent of GDP in 2010 and 
1 0. 1 percent in 2030. The spiraling costs of interest pay- 
ments would result in clearly unsustainable levels of debr 
relatively quickly. At the end of World War II, federal 
debt peaked at 109 percent of GDP; under the alternative 
fiscal scenario, debt would reach that share in 2031 and 
continue to rise sharply thereafter. Many budget analysts 
believe that the akernadve fiscal scenario presents a more 
realistic picuire of the nation’s underlying fiscal policy 
than the extended-baseline scenario does (because, for 
example, the alternative fiscal scenario does not allow the 
impact of the AMT to substantially expand). To the 
extent that such a perspective is valid, the explosive path 
of federal debt under the alternative fiscal scenario should 
underscore the need for corrective steps to put the nation 
on a sustainable fiscal course. 

How Would Rising Federal Debt 
Affect the Economy? 

CBO’s two long-term budget scenarios would have differ- 
ent effects on the economy. Under the extended-baseline 


scenario, outcomes early on would be considerably more 
auspicious, but under both scenarios, the growth of debt 
would eventually accelerate as the government attempted 
to finance its interest payments by issuing more debt — 
leading to a vicious circle in which it issued ever-larger 
amouiirs of debr in order ro pay ever-higher inrerest 
charges. In rhe end, the costs of servicing the debt would 
outstrip the economic resources available for covering 
those expenditures. 

Sustained atid rising budget deficits would affect the 
economy by absorbing fluids from rhe nation’s pool of 
savings and reducing investment in the domestic capital 
stock and in foreign assets. As capital investment dwin- 
dled, the growth of workers’ productivity and of real 
wages would gradually slow and begin to sragiiate. As 
capital became scarce relative to labor, real inrerest rates 
would rise. In rhe near term, foreign investors would 
probably increase their financing of investment in the 
United States, which would help soften the impact of ris- 
ing deficits on productivity in the United States. How- 
ever, borrowing from abroad would not be without its 
costs. Over time, foreign investors would claim larger and 
larger shares of rhe nation’s output, and fewer resources 
would be available for domestic consumption. 

To be sure, budget deficits are not always harmful. When 
the economy is in a recession, deficits can stimulate 
demand for goods and services and bring the economy 
back ro full employment. But the deficits that would arise 
under CBO’s long-term scenarios would occur not 
because the federal government was trying to pull the 
economy out of a recession bur for a more fimdainenral 
reason; because rhe government was spending more and 
more for health care programs and for inrerest payments 
on accumulated debt. Over time, those deficits would 
crowd out productive capital investment in the United 
States. 

How much would rhe deficirs projected under the rwo 
budget scenarios affect the economy? CBO addressed 
that question by comparing results under the scenarios 
with those from another sec of assumptions under which 
rhe deficit in rhe long run is stabilized at roughly its per- 
centage of GDP in 2007. For rhar analysis, CBO used a 
textbook growth model that can assess how persistent 
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Box 3. ■ 

Why Is Federal Debt Held by the Public Important? 


When the federal gerv'ernmenrs annual spending 
exceeds ns amiiial revenues, rhe goveiiiniems b tidgei 
is in dcbcu. To fiiianec the sbortfali. the government : 
gcnctaiiy has ro borrow huids frt>in tiie pul)lic by sefl- 
tng Treasury securities (bonds, notes, and bills). ^ ’ 
Tiui additional borrowing increases die total ajiioiuu 
of ftdeial debt held by rhe public, which leflccts the 
accuimilation of animal budget tleficirs offset i3y past 
budget surpluses, . , . . 

Growth in such debt is not necessarily a problem. A& 
long as rhe economy is. 1 ho cxpaiufing just .i.s fast and 
interest tares are stable, the ratio of debr to gross 
(.lomestic product (GDP) ami the shaie of GDP ihal 
inusi be dc%-x>Lcd to paying iiucresi on the debt will 
remain stable. Moreover, e\’en if deiir grows faster 
than GDP lor a limitetl time, diftkulries do nor 
always arise. Bur sitch growth cannot go on fbreverrai 
sonic point, die ecoiioaiy will be unable to provitk 
enough resources for the governinent to pay the 
nnere-st due on rhe debt. 

Gross debt is anothet nic.isure offcdcral iidebtedn'ess 
that often receives arrention, but it is notusduD’or 
assessing how the Treasury’s operarions affect rhe 


1. Ill ni<)>t till- auKHint ofdc-in iJu« ihc Trea^sary bonows 
«3r ledeenis njughb rhe amiiwl badger deSch tjr ujr- 
plus. Howex-eu the comapoiideuce is am exact because a 
-toall amoum of the dehch oft also be financed byctungc-s 
tn oihi'i meansol ilrtAnuivg^w-Wcb indiidc reductions or 
iiiciej-scs in the gosernniem's cash b-ahnea., se%f)tor»ge. 
iJi.uiges ill uuiMaii<ltiigi.be«.lsv ..haiigcs in iccuiEdl inreu’w 
cosfs.mciuded in die btidgei but ncftycTpaid.-itndfcS^sh flovirs 
icftected in credit nnjncmg acconntO I T-oweveft botanse 
- chajiges iii other means cl financing are smalGrfr«y-f^j’ no 
ugiiificuii u*lc iDrhcOnigicvttonalBiidjtei OfliGes teng- • 
term yimecrions of the dcricH. 


economy; Gross fedeyal debt comprises borh debr 
licdd by the public and debt issnctl tu various 
accounts of the federal governmem, including the 
iiuior trust funds in die budget (such as those for 
Social Seairicy). Because rhe debt issued ro those 
accounts is intiagovetnineural in nature, it has no . 
dircci and immediate effect on the economy. Instead, 
it simply represenrs credits to rhe-various gtiverumenr 
accoimrs rhar can be redeemed as necessary ro aurbo- 
fize payments for benefits or oilier expetiscs. 

Although the Treasury assigns earnings in the form of 
iinerest to the funds that hold the securities, such 
paynnems have no net e&cci on die budget. 

Debt as a Measure of Fiscal 
Sustainability 

long-term projecrions of federal debr held by tht 
public (measured iclativo to the sl/c of the economy) . 
provide useful yardsdeks lor assessing the susiauiabit-'- 
ic)’’ of fiscal policies. If budget projecrit>ns are carried • - 
our far enough into the hicure. riiey can show 
whether cutrenr commlnncncs imply that spending ■ 
will coii&istciuly exetstd revenues .md will produce 
debt that grows faster than die ccononi) Proiecuoiis 
of debt rekirive to Gr>P c.m thus intlieate whether 
changes in current policies may be necessary at SOI le 
point in the future. 
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Continued 


['cdcral Debt Held by Ihc Public as a Percentage of Gross Domestic Product 


Bou rce; ^ngre^torta^ Botnet Office. 


Historical and Cross-Country 
Debt Comparisons 

';|:^ai'nparij)Oiis v^ith otttei- rimes a ti3 piacfs can proyidc 

projecred under rhe Congressional Bud^c Offices 
sj. ,t%vo long-jef m, InAlget scenarios,- 'I'lie sitort-', 
'l&Hi anfici'pat^ in udder ciffier one Would, be ' 
.large by anj' sfiindard. Since the .fou^ -/ 

i^inited Starsv, 

percent of GDP in'only a-few instances,, during .>> 
i^iai.oi' \vn is. Moreover, rp.Eal federal debf held -by the I 
ilnibric has stirpasScd. i'BO percent; of GDP oiilyfor a ,i 
ibrief.penod'during and; 'fust after Wbrld War II (s^ > 
-i|heTtgure,nboye). ^hac budgerarv'.siritaiioh was 
ilferary, however. ;As::,Sdd,nriS the war%yas oven federab 
■?^ebr held, by -the public bcgan.:to.d,ecrine as 'a shafeof;i 
|the .economy, in feet, untij the .1 9BG.s, the tatio^pf • v ; t 
;|eb.f to GDP had never tiseiv.significanfly dntrng.a ,, 
iheriod'ofpeace.a'nd.prosperify.." *- 


Other nations have actumuUtcd large arnounrs of 
deh , btii (he .air.vO \ \\ .i.-ojeued for rhe l.nUed .S .ues 
uiidei CBOs-two scenarios WQuld'evehnnji^ he ■ 
greater thari the amount of debt other industffeljzed . 
Lon.unes Live earned in tlie [H)s.-Wor.cl 11 
period. For example, during tire second half of die . 
LhKis iiei puhlic debt .ncraged dbo.it lOLicrcciii of 
( I DP in .i.'ly .md 110 percctii ii*. Belgi ni.’ However, 
riiost counties’ expciicnces invoh'cd debt that., lela- : 
live to GDP, fell inodiejtK' bn li ly,i oi dropped sig- : 
nilkaiuly (in Belgii in), ttoi debt d ii nwever fes.er.: 
I'veii so. to keep ibeir ih’bt iim er i\nnro], i hose gov- 
ernments hcKf to make siginfti.aai Jiangesdn fiscal 
policy simply to cover lire interest payments on .hdi 
xiebt. 


C' v'lmisHu M i 1.011 'Hill, t'o-i p-i iln h .iiui iX’'de|-ii)CiM.^ 
>\i‘'uin}ic Oi'tU'OV'Wm^ 01 (.0 link 1C07}. 
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deficits might affect the economy over the long term. The 
model incorporates the assumption that deficits affect 
capital investment in the future as they have in die past/ 

Alternative Fiscal Scenario 

The models simulations indicate that the rising level of 
federal debt under this scenario could reduce the capital 
stock in 2040 by about 25 percent compared with what it 
would be if the deficit were held to its 2007 share of 
GDR The reduction in the capiuil stock (and the 
increased indebtedness to foreigners) would in turn 
reduce real GNP in 2040 by about 13 percent. Losses to 
the U.S. economy would grow rapidly after 2040. By 
2050, rising federal debt would reduce the capital stock 
by more than 40 percent and real GNP by more than 
25 percent. (Beyond 2062, projected deficits become so 
large and unsustainable that CBO s textbook growth 
model cannot calculate their effects.) 

Such estimates, if anything, understate the risk to eco- 
nomic growth under this scenario. They are based on a 
model that incorporates the assumption chat people do 
not anticipate future changes in debt; as a result, the 
model predicts a gradual change in the economy as fed- 
eral debt rises. In actuality, the economic effects of rapidly 
growing debt would probably be much more disorderly 
and could occur well before 2063 under this scenario. If 
foreign investors began to expect a crisis, they might sig- 
nificantly reduce their purchases of U.S. securities, caus- 
ing the exchange value of the dollar to plunge, interest 
rates to climb, consumer prices to shoot up, or the econ- 
omy to contract sharply. Amid the anticipation of declin- 
ing profits and rising inflation and interest rates, stock 
prices might fall and consumers sharply reduce their pur- 
chases. In such circunistances, the economic problems in 
this country would probably spill over to the rest of the 
world and seriously weaken the economies of the United 
States’ trading partners. 

Adopting a policy of higher infLirlon by printing money 
to finance the deficit would reduce the real value of the 
government’s debt and provide relief in the short run, but 
printing money is not a feasible long-term strategy for 
dealingwith persistent budget deficits. Without question, 
an unexpected increase in inflation would, in the short 
mn, enable the government to repay its debt in cheaper 


7. For a description of the textbook growth model, see Congressional 
Budget Office, An Analysis of the Presidents Budgeuiry Proposals for 
Fiscal Year 2008 (March 2007), Appendix D. 


dollars. But financial markets would not be fooled for 
long, and investors would eventually demand higher 
interest rates. If rhe government continued to print 
money to finance deficits, the policy would eventually 
lead to hyperinflation (as Germany experienced in rhe 
1920s, Hungary in rhe 1940s, Argentina in the 1980s, 
and the Federal Republic of Yugoslavia in the 1990s). 
Moreover, interest rates could remain high for some time 
even after inflation was brought back under control. 

High inflation causes governments to lose credibility in 
financial markets, and once that credibility has been lost, 
regaining it can be difficult. In the end, printing money 
to finance deficits cannot address rhe fundamental prob- 
lem that spending exceeds revenues. 

Extended-Baseline Scenario 

The extended-baseline scenario, by contrast, offers a less 
threatening budget outlook, at least for the next several 
decades. Under that scenario, the federal budget would 
move to a surplus in 2011 and remain in that positive fis- 
cal condition until about 2025. After that, the scenario 
shows budget deficits emerging again, but the outstand- 
ing stock of federal debt would remain at or below its 
current sliare of GDP for several decades. 

The budget surplus under the extended-baseline scenario 
would be generated in large part from higher revenues. 

By CBO’s calculations, marginal rax rates on capital (that 
is, the tax rate on the last dollar of capital income) would 
increase from 14 percent in 2007 to 16 percent in 2040; 
marginal tax races on labor would climb from 28 percent 
in 2007 to 31 percent in 2040. Those higher tax rates 
could affect the economy in various ways, and because 
their effects are uncertain, CBO’s analysis used two dif- 
ferent economic models to estimate their impact.^ The 
models encompass a wide range of views about how taxes 
affect the economy. 

What would happen to the economy if tax rates rose to 
the levels projected under the extended-baseline scenario 


8. One model is tlie textbook growth model; the other is a foi ward- 
looking life-cycic model that includes wage iincercainw and con- 
straints on borrowing. CBO uses both models in its annual analy- 
sis of the PresideJit’s budget. For more ijifoniiation on the models, 
see Congressional Budget Office, An Analysts of the President's Bud- 
getary Pyvposah for Pisctd Year 2008. Tn using the life-cycle model 
to analyze the extended-ba.seline scenario, CBO compared steady- 
state economies only. The simulations of the life-cycle model thus 
do not incoiporate an analysis of rhe transitional effects between 
2007 and 2040. 
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in 2040 and remained aL those levels thereafter? CBO 
found chat in that case, real GNP could fall 1 percent to 
4 percent below what it would be in chat year if tax races 
were held at rheir 2007 levels.^ Alrhough such a reduc- 
tion in GNP would be noticeable, it is small in compari- 
son with how much the economy could grow over the 
same period under a sustainable budget policy. If the 
budget was put on a sustainable path by keeping tax and 
spending rates close to their current levels, real GNP 
could grow by 1 10 percent between 2007 and 2040. 
Although under the extended-baseline scenario, the 
higher tax rates in 2040 would reduce that growth, real 
GNP would still be 101 percent to 108 percent higher 
than it is today, CBO estimates. 

The modest effect that taxes have on the economy in 
those simulations stems largely from the fact that under 
the extended-baseline scenario, marginal tax rates would 
nor increase veiy much between 2007 and 2040; instead, 
most of the additional revenues generated under the sce- 
nario would stem from a broadening of die tax base. If 
revenues were raised mainly through higher marginal tax 
rates, the economic effects would be more negative.*'^ 

Tlie outlook for the economy under the extended- 
baseline scenario is more problematic in the decades after 
2050. Under the scenario’s assumptions, by 2080, federal 
debt would be more than 200 percent of GDP, and 
according to the textbook growth model, that debtwould 
reduce the capital stock by about 40 percent and real 
GNP by mote than 25 percent. For rhe same reasons 
cired earlier, forward-looking financial markers would 
probably precipitate a crisis before 2080 under this 
scenario. 


9. In the simulations, spending would also increase to match the 
pacli ofspending under rhe extended-baseline scenario. However, 
the forward-looldng life-cycle model would require tuither adjust- 
ments in policy to finance tlie bucket deficit tliai is projected to 
emerge under the extended-baseline scenario in 2040. (Because 
the textbook growth model is not a forward-looldng model, it 
does not require explicit a.ssumptions about how the deficit in 
2040 would be financed.) For the simulations of the life-cycle 
model, CBO assumed that the deficit in that year would be 
financed by reducing spending on benefit payment to 
individuals. 

10. See Congressional Budget Office, Financing Projected Spending in 
the LongRun (|uly 9, 2007). 


What Are the Costs of Delaying 
Action on the Budget? 

The choice facing policymakers is not whether to address 
rising deficits and debts but when and how to address 
them. Under the extended-baseline scenario, projected 
revenue increases would be sufficient to avoid serious 
budgetary and economic troubles until after 2050, but 
those increases would result in federal revenues that were 
much higher, as a percentage of GDP, than the nation has 
been accustomed to. Under the alternative fiscal scenario, 
such troubles would begin in the next couple of decades, 
and the longer that policy action on the budget was put 
off, rhe more costly and difficult it would be to resolve 
those expected long-term budgetaiy imbalances. 

Delays in taking action would create three major 
problems: 

■ First, delay would cause the amount of government 
debt to rise, which would displace private capital 
(reducing the total resources available in rhe economy) 
and increase borrowing from abroad. 

■ Second, delay would exacerbate uncertainty. The 
longer that action was put off, die greater the chance 
that policy changes would occur suddenly, which 
could create difficulties for some individuals and 
households, especially those near or in retirernenr. 
Announcing changes in popular entitlement programs 
or in the tax structure well before they take place gives 
people rime to adjust their plans for saving and retire- 
ment. Those adjustments can significantly reduce the 
impact of changes in policy on peoples sraiidtird of 
living. 

■ Third, delay would raise rhe cost of interest on the 
federal debt, so that lawmakers would have to make 
ever-larger changes in policy to finance chose addi- 
tional costs. As inreresr costs rose, policymakers would 
be less able to finance other national spending priori- 
des and would have less fiexibilicy to deal with unex- 
pected developments (such as a war or recession). 
Moreover, rising interest costs would make rhe econ- 
omy more vulnerable to a crisis. 

CBO s simuladons indicate chat under the alternative fis- 
cal scenario, delaying action could siibscan dally increase 
the size of the policy adjustments needed to put rhe bud- 
get on a sustainable path. The impact of delaying changes 
in policy would be large even before accounting foi- 
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Figure 3. 

Reductions in Noninterest Spending Needed to Close the Fiscal Gap in Various 
Years Under CBO’s Alternative Fisc^ Scenario 

(Percentage of gross domestic product) 
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Source; Congressional Budget Office, 

Notes: The fiscal gap is a measure of federal shortfalls over a given period. It represents the extent to which the government would need to 
immediately and permanently either raise tax revenues or cut spending — or do both, to some degree — to make the government’s 
debt the same size (in relation to the economy) at the end of that period as it was at the beginning. 

The alternative fiscal scenario deviates from CBO’s baseline projections during the next 10 years, incorporating changes in policy that 
are widely expected to occur and that policymakers have regularly made in the past. 


potential macroeconomic feedback effects. If policy- 
makers wanted to close the fiscal gap in 2020 by altering 
spending (and economic feedbacks were not part of the 
calculation), they would have to reduce noninterest out- 
lays permanently by 9 percent of GDP (see Figure 3). If 
they delayed action on the budget until 2040, to close rhe 
fiscal giip in that year, rliey would have to reduce iion- 
interesc outlays permanenriy by 15 percent of GDR Wait- 
ing unul 2040 to close the fiscal gap would allow spend- 
ing to grow significantly before diat year; however, the 
reductions required in spending in 2040 and in subse- 
quent years would have to be substantial — ^and much 


larger than would have been necessary if action had been 
taken earlier (see Figure 4). 

How soon the fiscal gap is closed will affect how much 
the government would have available to spend on various 
priorities. If the fiscal gap was closed in 2040, spending 
(excluding interesr) in 2050 could be no more rhan 
13 perceiir of GDP; if the fiscal gap was closed in 2020, 
by 2050, the available resources for noninterest spending 
could be as much as 19 percent of GDP. A similar logic 
would also apply if changes in tax policy were used to 
address budgetary iinbalances; Delaying action would 
only increase rhe size of the ntx increases that would even- 
tually be needed to close the fiscal gap. 
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Figure 4. 

Spending Excluding Interest Under Various Assumptions About Closing the Fiscal 
Gap in CBO’s Alternative Fiscal Scenario 


(Percentage of gross domestic product) 



Source: Congressional Budget Office. 

Notes: The fiscal gap is a measure of federal shortfalls over a given period. It represents the extent to which the government would need to 
immediately and permanently either raise tax revenues or cut spending — or do both, to some degree — to make the government’s 
debt the same size (in relation to the economy) at the end of that period as it was at the beginning. 

The alternative fiscal scenario deviates from CBO’s baseline projections during the next 10 years, incorporating changes in policy that 
are widely expected to occur and that policymakers have regularly made in the past. 
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Chairman Spratt. Thank you very much, Dr. Orszag. 

Let me ask you a question about defense. You did not break any- 
thing out here. Just for clarification, this has become a very sub- 
stantial item in the budget. And the base budget itself is substan- 
tial, but it is enlarged by the supplementals that we have been 
passing for the last several years. 

What assumptions do you make about future defense growth and 
about the war supplementals in particular? 

Mr. Orszag. In particular with regard to the supplementals for 
operations in Iraq and Afghanistan, we are basing these projections 
off of our March baseline. The amount of spending that is involved 
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in the scenarios amounts to about a half a percent of the economy. 
So that is what is embodied in the long-term projections. 

Chairman Spratt. We gave you a couple of months ago two sce- 
narios to cost out. One assumed a reduction in force levels to 
75,000 troops in both theaters and a steady state at that level for 
the remainder of the ten-year period of time. I have forgotten your 
exact number, but it was just under a trillion dollars for that kind 
of commitment. 

Is that the level of commitment represented by the half percent 
of GDP that you have incorporated in the forecast? 

Mr. Orszag. It is not exactly equivalent. We have done different 
scenarios for you, we have done scenarios for Senator Conrad. This 
was not based on that kind of scenario analysis for the future, but 
rather just taking the outlays that occurred under the March base- 
line and extrapolating them forward. 

You could get slightly different answers using the kinds of sce- 
narios that we have prepared for you, but it is not going to sub- 
stantially change, for example, that seven percent number. It may 
move it by a couple tenths of a percent of GDP. 

Chairman Spratt. The reason I ask that is that defense is one 
of those categories in the budget. Half of discretionary spending or 
more goes to defense today. That is one of the things that will be 
unsusteinable at today’s level if this budget indeed goes forward or 
at least it will be in conflict with other priorities in the budget, 
other budget objectives. And what is left over once you put 
healthcare and Social Security together is not much to sustain de- 
fense and other things that are typically looked upon as the funda- 
mental functions of the budget. 

Mr. Orszag. And I would just again say if we stay on the same 
path, especially with regard to healthcare spending, we face basi- 
cally only two alternatives. One is an increase in revenue well be- 
yond anything that the United States has seen in terms of histor- 
ical norms and/or some combination with a very substantial reduc- 
tion in the other things that the Federal Government does. 

And I would also note you cannot squeeze those other things 
hard enough to actually pay for the projected increases in spend- 
ing. When you look at the whole part of discretionary spending, 
both nondefense and defense, even if you reduce them to implau- 
sibly low levels, that would not finance the projected increases in 
healthcare spending over the next 75 years. 

Chairman Spratt. There are other projections out there, none as 
recent as yours, but the Government Accountability Office has done 
projections of the economy. They have developed a 50- to 75-year 
fiscal gap number. The Medicare trustees have developed their own 
numbers. And while the differences do not look great, over a period 
of time, they are pretty significant. 

The trustees, for example, of Medicare and Social Security 
project the 75-year Social Security shortfall to be 1.95 percent, just 
under two percent of payroll. I believe you have got 1.8 percent of 
payroll. 

Mr. Orszag. Yes, sir. 

Chairman Spratt. How do you account for those differences? 
Where do they differ in projecting the future from how you are pre- 
dicting it? 
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Mr. Orszag. I would note first that there had heen more signifi- 
cant differences several years ago between us and the actuaries. 
The differences now are actually relatively modest over a 75-year 
period and they have to do with different real interest rate assump- 
tions, different real wage growth assumptions, a whole variety of 
different things. 

The difference between 1.8 and something closer to two is not 
something that I would stake policy conclusions on. They both 
show some imbalance in Social Security’s finances over the long 
term. 

Chairman Spratt. What is the difference in Medicare? 

Mr. Orszag. There is a more substantial difference. For the 
Medicare Hospital Insurance Program, Part A of Medicare, we 
project a 75-year actuarial imbalance of 5.4 percent of taxable pay- 
roll and the actuaries are at about three and a half. 

That has to do with the fact that as noted in our long-term 
health outlook, we have over the long term a higher trajectory for 
healthcare spending than the trustees do, in part because under 
their assumptions, they constrain that so-called excess cost growth 
factor, which has to do with how rapidly costs are rising per bene- 
ficiary, to an average of one percent between year 25 and year 75. 
And that is very substantially lower than the historical average 
over the past three or four decades. 

Chairman Spratt. Would you take just a minute, I think every- 
body understands it, but just to address the difference between a 
prediction and a projection? 

Mr. Orszag. Yes, sir. 

Chairman Spratt. In particular, what you are projecting here 
would never be attainable. The markets would fall apart and our 
economy would fall apart before we ever got to the percentages you 
are talking about. What you are doing is projecting rather than 
predicting because realistically those predictions we would never 
attain. 

Mr. Orszag. That is right. We are supposed to present the impli- 
cations of unchanged Federal policy. That unchanged Federal pol- 
icy or current Federal policy is unsustainable and, therefore, the 
implications cannot occur. 

It will not be the case that we will reach debt-to-GDP ratios at 
three, four, five hundred percent of the economy. You will not be 
able to sell additional debt if you come anywhere close to that. 

So the point of these scenarios or projections is to illustrate the 
consequences of the path that we are on, not suggest that that is 
what will occur because ultimately the Congress and the President 
will have to act to avoid those consequences from occurring. 

Chairman Spratt. Now, let me ask you about something we dis- 
cussed often here and we will be confronted with increasingly as 
we approach the December 31, 2010, and a reconsideration of the 
tax cuts that were passed in 2001 and 2003. 

At the end of the 1990s, the Federal Government was beginning 
to realize some significant budget surpluses and was on the path 
towards paying down, in fact did over three fiscal years pay down 
the national debt, about three or four hundred billion dollars. 

Part of the rationale for accumulating surpluses was to save for 
the entitlement future that we are now facing. The surpluses have 
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been dissipated and we have accumulated more debt than any time 
in recent history. 

Can CBO estimate somehow, can you break out somehow the sig- 
nificance of the tax cuts? Can you estimate what percentage of the 
fiscal gap that we are now seeing, that you are now describing is 
caused by those tax policies and by leaving those tax policies in 
place over the forthcoming 75 years? 

Mr. Orszag. Well, the answer would be sensitive to whether you 
also assume that alternative minimum tax is reformed or not be- 
cause there is a very important interaction between the alternative 
minimum tax and the 2001 and 2003 tax legislation. 

If the alternative minimum tax remained in place and, therefore, 
increasingly took over the Tax Code, the present value of the 2001 
and 2003 tax legislation in terms of its impact on revenue is some- 
thing about one percent of the economy or maybe one to 1.5 percent 
of the economy. 

With the AMT not taking over the Tax Code, the total effect is 
closer to two percent of the economy, so you could compare those 
results to the roughly seven percent fiscal gap that we presented. 

Chairman Spratt. We may want to get some further clarification 
from you and we will submit something for the record. 

I have some more questions, but others have them as well, so let 
me yield now to our Ranking Member. 

Mr. Ryan. Thank you. Chairman. 

Peter, let me go into your table two in your book or I think it 
is in your testimony as well. And you are showing in your alter- 
native fiscal scenario in the year 2050 41.8 percent of GDP for pri- 
mary spending with interest, total spending. 

Mr. Orszag. Total spending, right. 

Mr. Ryan. Yes, total spending. In your projections, do you not 
project a slowing of the growth of the health spending in the out 
years? 

Mr. Orszag. Yes, we do. 

Mr. Ryan. And the trustees do the same as well, correct? 

Mr. Orszag. Much more aggressively. 

Mr. Ryan. Yes. Why? 

Mr. Orszag. The reason that there is some slowing in our projec- 
tions is twofold. The first is that there is some scope for regulatory, 
that is nonlegislative cost reductions, and also the higher cost shar- 
ing that will come through as premiums and other things go up 
will likely constrain cost growth to some degree in Medicare. 

In addition, even in the absence of Federal policy changes, we be- 
lieve that ultimately, consumers, households, and employers will 
push back on ongoing healthcare cost growth when it starts to con- 
sume a larger and larger share of their budgets. 

Mr. Ryan. Okay. So you believe absent any change in law by 
Congress that consumers are price sensitive actors? 

Mr. Orszag. The medical system will ultimately evolve so that 
healthcare does not crowd out consumption of cars and what have 
you. 

Mr. Ryan. So there is a threshold in a consumer’s mind at which 
they do not want to cross and so when consumers see more of their 
own out-of-pocket expenses, their own cash being exposed, they are 
going to act rationally and cut back on costs. 
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So you believe there is elasticity here? There is a point at which 
consumers are going to say, look, I have my own skin in the game 
and this is too much and I am going to cut back. And you are put- 
ting that under the assumption that is slowing the inflation of 
healthcare. Is that what you are basically saying? 

Mr. Orszag. Not just consumers, but employers and other actors. 
But, yes, consumers. The evidence does suggest that people re- 
spond to higher cost sharing, for example, and that does reduce 
healthcare expenditures and the evidence suggests it reduces it in 
a way or reduces them in a way that does not actually harm health 
outcomes. 

Mr. Ryan. Okay. So what would the total spending as a share 
of GDP be if we just took the current baseline and extended it 
without this assumption that consumers are going to — if we just do 
a static analysis and carry that out, what would the share of GDP 
be then? 

Mr. Orszag. By the end of the 75-year window, healthcare would 
be a hundred percent of the economy and then it would be there 
thereafter. 

Mr. Ryan. And in 2050? 

Mr. Orszag. It will take me a second. 

Mr. Ryan. Mid century, I am just kind of curious. 

Mr. Orszag. Just give me a second. It is about 50 percent or so 
if I drew the line straight. 

Mr. Ryan. So this projection, and the trustees as well are using 
some form of a dynamic analysis, which is consumers are rational, 
price-sensitive actors, they and employers as well are going to 
make adjustments when they have exposures basically to read into 
this baseline? 

Mr. Orszag. CBO’s analysis and other official analysis always 
take into account some microeconomic response to shifts in the 
world. The word dynamic is sometimes used to apply to a macro- 
economic response and that is not present in these projections. 

Mr. Ryan. Let me ask you. Since we obviously compare, percent 
of GDP is probably the most accurate measurement we use. If you 
take a look at the OECD, which has done a lot of work on this, 
comparing all industrialized nations, they generally show that 
countries with higher total government receipts relative to their 
GDP, which is sort of a proxy for the government’s footprint on the 
economy, tend to have slower real economic growth. 

Over the past decade, the five countries with the highest share 
of government receipts average about 2.7 percent of real GDP 
growth. The five countries with the lowest share of government re- 
ceipts average 3.6 real GDP growth. 

What do you think about those findings and do these data tell 
you that if we aim to balance the budget, we should do so at a 
lower, rather than a higher level of taxes as a percentage of GDP? 

Mr. Orszag. Couple comments. First, cross-country comparisons 
are often very difficult, so I would just urge a little bit of caution 
in those. 

Mr. Ryan. But that is why you go to percentage of GDP is the 
most accurate apples-to-apples comparison; is it not? 

Mr. Orszag. It is the most accurate comparison. But even when 
you are doing shares of GDP, tax systems can vary, the types of 
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revenue that is used to finance government spending can matter. 
There are lots of things that can matter. 

What I would say is it is clear that first the path that we are 
on with the exploding government debt path, especially under the 
alternative fiscal scenario, imposes a very large cost on the econ- 
omy. 

Secondly, that in terms of the mix between spending and rev- 
enue, the results do depend sensitively on the types of spending or 
the types of revenue, but generically it is true that reductions in 
spending usually involve lower macroeconomic consequences than 
increases in revenue. But the details matter a lot and that is not 
a general conclusion that is applicable in all settings. 

Mr. Ryan. Okay. Well, your predecessor, Doug Holtz-Eakin, used 
to say that government spending, whether it is paid through taxes 
or borrowing, drains economic resources that could otherwise pro- 
mote growth. 

Do you generally agree with that view? 

Mr. Orszag. It depends on the type of spending. 

Mr. Ryan. Okay. So you have a distinction with that view. 

One more question. Your current law revenue baseline assumes 
that the 2001 and 2003 tax laws expire, the AMT expands under 
current law. That is the revenue baseline that is being used for the 
current PAYGO rule. 

Just to be clear about the effects on the average taxpayer under 
the current PAYGO system, under the current baseline we use, 
what happens to the child tax credit, which is at a thousand per 
child? 

Mr. Orszag. After 2010, it falls back to its previous level of $500. 

Mr. Ryan. What is the estate tax? What happens with the estate 
tax? 

Mr. Orszag. The estate tax reverts to its previous level of a 
threshold of a million dollars with a 55 percent tax rate. 

Mr. Ryan. A million or 600,000? Is it a million? I thought it was 
600. 

Mr. Orszag. We will get back to you. 

Mr. Ryan. Okay. What happens to cap gains and dividends? 

Mr. Orszag. They revert back to their previous levels also. 

Mr. Ryan. And then what percentage of taxpayers would ulti- 
mately be paying under the AMT under this baseline? 

Mr. Orszag. At the end of the 75-year window, you would have 
75 percent of taxpayers on the AMT. 

Mr. Ryan. Or households? 

Mr. Orszag. On the AMT. 

Mr. Ryan. All right. Well, I appreciate the generosity of the 
Chairman on the time. Thank you. 

Chairman Spratt. Thank you, Mr. Ryan. 

Mr. Cooper. 

Mr. Cooper. Thank you, Mr. Chairman 

First, two announcements. I would invite any colleague who is 
alarmed by what Peter has told us to cosponsor the so — called 
“Cooper-Wolf Safe Commission Act,” a bipartisan commission to 
present the next President with a plan for solving some of these 
problems so we can take action. The bill number is H.R. 3654. I 
would invite your participation. 
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Also, on December 15th, in just a few days, the U.S. Treasury 
Department will be issuing a financial report for the United States 
government, the only audited numbers we face. 

And the Federal employees in the room may be interested to 
know that still when Peter says that the deficit is only slightly 
above one percent of GDP and we should acknowledge that that 
does not include things like the retirement and health liabilities of 
our own Federal employees, but the financial report, the document 
that is about to come out in a few days does address those things, 
situations that would be criminal violations if they occurred in the 
private sector, but we continue to allow this to go on at this level. 

I am glad, Mr. Chairman, you are having this hearing. To me, 
these are the most important issues we face because they deter- 
mine all other issues. They determine all defense spending. They 
determine all healthcare spending. They determine the future of 
America. 

And to me, the most important sentence that Peter used was 
when he said under any plausible scenario, our course is 
unsustainable. In Tennessee language, that would mean you would 
have to be a damn fool not to believe we are sinking fast here. 

Now, Peter cannot use such language. I can. But this is real 
stuff. And the Chairman may call it apocalyptic. Peter said under 
any plausible scenario, our path is unsustainable. 

So you use very erudite percentages of GDP, things like that. 
You are remaining true to your calling and your profession. That 
is great. 

Can you quantify some of this? What is 6.9 percent of GDP? How 
many billion dollars is that? 

Mr. Orszag. Today given an economy of about 14 or $13 trillion, 
that would be north of $900 billion. 

Mr. Cooper. So close to a trillion dollars? 

Mr. Orszag. Right. 

Mr. Cooper. And this is a present value number we would have 
to have in the bank today earning interest to pay out the shortfall 
primarily in just a couple of healthcare programs? 

Mr. Orszag. Yes. 

Mr. Cooper. Okay. You also point out in your excellent testi- 
mony the cost of delay. If we act in 2008, that is a lot cheaper than 
acting in a later year. 

Mr. Orszag. Yes. 

Mr. Cooper. You used 2020. What is the cost of delay? What 
does each year of delay cost us? 

Mr. Orszag. Well, I could calibrate that in different ways. I 
guess delaying from 2020 to 2030 increases the reduction in spend- 
ing by five percentage points. So each year of delay, roughly speak- 
ing, is another half a percent of reduction that is required. There 
are lots of ways of calibrating these. 

Mr. Cooper. But it is on the order of, if it is a half a percent 
of GDP today, that would be on the 

Mr. Orszag. Well, that is spending. That is not GDP. 

Mr. Cooper. Okay. But hundreds of billions of dollars of cost per 
year of delay? 

Mr. Orszag. There is no question that each year of delay signifi- 
cantly adds to the cost of acting. 
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Mr. Cooper. And total congressional discretionary spending for 
this year will be what, 900 and something billion dollars? 

Mr. Orszag. Something like that, yes. 

Mr. Cooper. So just the cost of delay will be a big percentage 
of the total work of Congress every year, just the cost of delay. 

I would like to explore with you too. It seems to me a lot of my 
colleagues do not realize that if you use the ship analogy, it is not 
whether we hit the iceberg, we have. The only question is, how fast 
the ship is sinking. 

And I think that we are not noticing some things. For example, 
the Medicare SGR fix. We patch that, year in, year out, but the 
U.S. Treasury Department has estimated a real fix for that would 
cost $5 trillion. That is a big number. 

AMT fix. We fix it, patch it year in, year out. A real fix for that 
is in the trillions. 

So we are not noticing the genuine cost of these problems. We 
are just patching it year in, year out, limping along, trying to get 
by, hoping people do not really notice. That to me is deliberate 
blindness. 

And I see, Mr. Chairman, my time is running out. I hope we can 
have time for a second round of questions. I thank you, Mr. Chair- 
man. 

Chairman Spratt. I have the unpleasant duty of announcing 
that there are four votes pending, one of which is a 15-minute vote. 
We will keep going down until about three or four minutes, but let 
us move ahead. And then with the indulgence of our witness, we 
will come back as quickly as we can. 

Mr. Hensarling. 

Mr. Hensarling. Thank you, Mr. Chairman. And, again, let me 
add my voice to the chorus of those thanking you for holding a 
very, very important hearing. 

Dr. Orszag, please forgive me. You had a lot of numbers and 
some very sobering concepts and projections here. 

Just to make sure I understand it, if we by 2050 under current 
baseline were attempting to balance the budget by tax increases 
alone, today I believe the figure is that we are taxing at roughly 
18.7 percent of our economy, just what is the magnitude of the tax 
increase that would be necessary under your projections if we sim- 
ply wanted to tax our way out of this problem? 

Mr. Orszag. Again, it would depend whether you did anything 
before that. But if you did not do anything before that, the tax 
share of the economy would have to be somewhere between 28 and 
42 percent. 

Mr. Hensarling. Between 28 and 42 percent 

Mr. Orszag. Right. 

Mr. Hensarling [continuing]. From roughly 18.6, 18.7 percent of 
the economy? 

Mr. Orszag. That is correct. And that difference depends on 
what you are doing to the revenue code and a few other things in 
between now and then. 

Mr. Hensarling. So if we split the difference between the 28 and 
42 percent, what we would end up concluding is that, would we not 
conclude, that from 18 to, say, 36 that we would have to roughly 
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double the level of taxation on American people if we simply want- 
ed to tax our way out of this problem? Is that a fair conclusion? 

Mr. Orszag. Yes. 

Mr. Hensarling. We often talk about billions and trillions here. 
But if you were to look at the tax burden on the average American 
family making median income, can you translate that into a num- 
ber as far as the tens of thousands of dollars of tax increase that 
may go to a family making median income? Do you think you could 
do a back of the envelope calculation there? 

Mr. Orszag. Sure. A married couple with two kids currently pays 
an income and payroll taxes of approximately 16 percent of their 
income. Their income is about $90,000, so that is what, 14,000 or 
so in taxes. And you can then scale that up if you so choose. 

Mr. Hensarling. Okay. Thank you. Dr. Orszag, I believe that 
what I am hearing from you is that our greatest fiscal challenge 
does come from entitlement spending, principally the healthcare 
component of that entitlement. 

Mr. Orszag. Yes, sir. 

Mr. Hensarling. Is that a fair assessment? Recently in this par- 
ticular Congress, we have now passed H.R. 976, SCHIP; H.R 2419, 
form “Nutrition Bioenergy Act;” H.R. 2669, “Higher Education Ac- 
cess Act.” There appear to be at least six to seven different acts 
that we passed that by my reckoning have actually added to the 
burden of entitlement spending. H.R. 976, 127 billion; H.R. 2419, 
20.8 billion over ten; H.R. 2669, 16.3 billion over ten. 

Have you looked at the increases in entitlement spending that 
have been passed by this House and, if so, does your figure comport 
with my figure that we have just added to the burden over the next 
ten years of entitlement spending by $178.6 billion? 

Mr. Orszag. We have scored legislation that has passed the 
House. I have not added them together in the way that you appar- 
ently have. 

Mr. Hensarling. If we are just simply looking at the long-term 
fiscal challenge of the nation, if this became law, have we just 
made the situation better or worse? 

Mr. Orszag. If what? 

Mr. Hensarling. If these acts become law. You say you have 
scored these. Do you know if you have scored them as adding to 
the entitlement burden or lessening the entitlement burden? 

Mr. Orszag. There are many things that have passed the House 
that increase spending, but are also offset, for example, through 
additional revenue. So the net budget impact typically is zero even 
though both spending and revenue are then higher. 

Mr. Hensarling. I see I am out of time. Thank you, Mr. Chair- 
man. 

Chairman Spratt. Thank you, Mr. Hensarling. 

Mr. Becerra. 

Mr. Becerra. Dr. Orszag, thank you very much for your testi- 
mony and your sobering words. 

Let me ask. I know that during the depression, the great depres- 
sion, we had any number of people in America who were destitute, 
having a difficult time, and that included people who were seniors, 
retired, no longer working, and in many cases, suffering worse than 
those who were of working age because they were beyond their 
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years and had to make ends meet without any particular financial 
support. 

President Roosevelt enacted Social Security to address those dire 
circumstances that so many older Americans faced. And to this 
day, Social Security has continued to pay benefits, never missing 
a day of paying benefits to people, and I think continues to pay 
benefits beyond the 75-year threshold with some adjustments all 
the way to the hundred percent benefit that most people expect. 

Medicare, which came into being in the mid 1960s, was also an 
effort to try to address the problems that seniors were having in 
coping with the cost of healthcare in their retirement so that their 
entire pension would not be used to pay for their healthcare in 
their golden years. 

These are programs that have become essential, I think, to most 
seniors living in dignity in their retirement. There are some pretty 
scary numbers that we see. 

I want to make sure I understand something. You are not saying 
we should eliminate Social Security and Medicare, are you? 

Mr. Orszag. No. I did not use the word should on anything other 
than you should act to avoid this problem. 

Mr. Becerra. And so the crisis here is in our expenditures and 
managing our expenditures. And you had some interesting charts 
at the end that talked about what we have to do to try to manage 
the cost of healthcare, whether it is in the public sector, meaning 
Medicare or Medicaid, which is healthcare for low-income individ- 
uals, including many seniors, or whether it is in the private sector 
through whatever the marketplace offers people for individual in- 
surance or otherwise. 

A question for you. I know that other developing countries have 
far lower cost in their healthcare for their people and unlike the 
U.S. where we have some 47 million who do not have health insur- 
ance, they are able to provide a hundred percent coverage to their 
people for healthcare access. In many cases, we find the standard 
of living higher in some of these industrialized countries, prin- 
cipally in Europe, who offer healthcare and other social benefits to 
their population. 

What are we doing wrong on healthcare that they are doing right 
that their costs in some cases are lower by a factor of 50 percent? 
And can you give us any comments about what we should be doing 
to try to reduce our cost? 

Mr. Orszag. First note that on that chart I showed you with 
parts of the United States, there are parts of the United States, 
Minneapolis, for example, that are delivering healthcare at costs 
comparable to many of those comparison countries in a quality that 
is also comparable. So there are parts of the U.S. that are deliv- 
ering healthcare in a way that seems relatively good compared to 
other systems. 

I would say the fundamental problem in the nation’s healthcare 
system is that we have financial incentives, strong financial incen- 
tives for more care rather than better care. And that is on both the 
provider side and the consumer side. 

And until we spend more time and effort figuring out what is 
better care and then aligning financial incentives so that we are 
delivering better care rather than more care, we are going to be 
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spending more than we need to to obtain the results that we hope 
for. 

Mr. Becerra. Thank you. Turning now to the debt because I 
want to make sure that as we focus on Social Security, Medicare, 
Medicaid, we do not lose track of the size of the debt, the interest 
payments we make on the debt that we have. 

On Social Security one last point. At least 40 percent of today’s 
seniors would be living in poverty if they did not have Social Secu- 
rity. Today the poverty rate for our seniors is about ten percent. 
So some 13 million seniors are lifted out of poverty simply by the 
fact that we have provided their health and retirement benefits 
into the future through programs like Social Security and Medi- 
care. 

But on the debt, I know over the last five to seven years, the size 
of the national debt has skyrocketed. And I know that part of that 
is due to the fact that we have had tax cuts from the President 
that have been unpaid for, in essence paid for by deficit spending, 
by borrowing. 

If we cannot sustain this level of debt, can we sustain programs 
that continue to go through this Congress, whether tax cuts or 
spending programs, that are not paid for so that we try to keep a 
balance to our budget? 

Mr. Orszag. I guess my response is the logic of the PAYGO rules 
that you have adopted is to avoid making the problem worse, in the 
face of this very substantial long-term fiscal problem that you al- 
ready have. And that is what PAYGO does. It at least avoids 
digging the hole deeper in the face of an already substantial long- 
term hole. 

Mr. Becerra. Thank you. 

Thank you, Mr. Chairman. 

Chairman Spratt. The Committee will stand in recess pending 
the votes on the floor at which point, we will resume. We appre- 
ciate it. 

[Recess.] 

Chairman Spratt. I believe the last member to pose question 
was Mr. Becerra. Mr. Conaway is not here, so we will go to Mr. 
Doggett. 

Mr. Doggett. Thank you so much for your testimony. I realize 
that you are here more in the diagnosis business than the prescrip- 
tion of treatment, but I want to talk a little bit since you have been 
discussing healthcare beginning there, focusing on what the effect 
of some policy alternatives would be on the scenario that you have 
described. 

Now, a number of our colleagues for years followed the approach 
advocated by former Speaker Newt Gingrich that one solution was 
to let Medicare wither on the vine. 

If we take that approach and let Medicare and Medicaid perhaps 
wither on the vine, will that solve our healthcare problems in the 
country or will it simply shift the burden greater on to individuals 
if we significantly limit Medicare and Medicaid? 

Mr. Orszag. Well, again, it depends, I suppose, what one means 
by withering on the vine. CBO has previously noted that, for exam- 
ple, if all you did was tried to reduce payment rates in Medicare 
and then sustained that out over time that what you would likely 
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wind up doing is creating significant access problems under the 
programs because hospitals and doctors would be less likely to 
treat or be willing to treat Medicare and Medicaid patients. 

And so ultimately we need to get at that excess cost factor, the 
rate at which healthcare costs are growing, and that will require 
the types of things I mentioned before, additional information and 
changes in financial incentives both under Medicare and Medicaid 
and in the rest of the health system. 

And I think it is unrealistic to think that you are going to just 
clamp down on Medicare payments, for example, and then sustain 
that out over a very long period of time without having the problem 
crop up somewhere else. 

Mr. Doggett. We have to focus not just on the whole patient but 
the whole healthcare system in looking at the future of health and 
our ability to sustain that system. 

Mr. Orszag. And in particular, one needs to be thinking about 
the effect of policy changes on Medicare and Medicaid in terms of 
what their impact is on the rest of the system. 

So, for example, when we move to DRG payments, a fixed pay- 
ment per inpatient hospitalization in Medicare, the incentive was 
to then shorten hospital stays for Medicare patients. We wound up 
shortening hospital stays for all patients because that changed the 
way hospitals practiced medicine. 

One needs to be thinking about those sort of follow-on effects 
which are crucial to the sustainability of policy changes. 

Mr. Doggett. And realizing we cannot solve all of these prob- 
lems with just one proposal, there is no panacea. 

This year, as you know, I serve on the Health Subcommittee on 
Ways and Means dealing with the Medicare portion of this. As we 
have tried to contain cost so that we had what we called our 
CHAMP Bill that you are familiar with and your office would have 
been involved in scoring, we applied PAYGO, we paid for all of it, 
and we did that by addressing where we saw some of the most ex- 
cessive cost, which was in the Medicare Advantage Program, and 
by trying to deal with other particular cost issues such as the way 
kidney patients are handled, such as the way oxygen is handled. 

Every one of those efforts that we made to contain cost has run 
into a buzz saw of objection. So it is not as if this Congress, par- 
ticularly the House, has not already attempted to deal with some 
of the cost issues. 

Let me ask you first, over the short run and for that matter the 
long run, do you believe that maintaining our PAYGO rules and 
ensuring when we are dealing with changes in the Medicare sys- 
tem that we pay as we go, when we make changes in our tax sys- 
tem that we apply PAYGO? Is that important to addressing both 
the short-term and the long-term concerns that you have raised in 
your testimony today and last week? 

Mr. Orszag. Again, PAYGO helps to ensure that the problem 
does not get worse and so it avoids digging the hole deeper. 

Mr. Doggett. And in terms of trying to get out of the hole, what 
are some of the alternatives? We have discussed comparative effec- 
tiveness on prescriptions. We have looked at that and more result- 
oriented medicine for physicians. 
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Are there proposals that you see out there we might begin to im- 
plement sooner rather than later, might do additional demonstra- 
tion projects in to see if we can find a way to contain healthcare 
costs without significantly reducing either the quality of service or 
the access of those services to Medicare recipients? 

Mr. Orszag. Let me say two things. First with regard to dem- 
onstration projects, I would urge policy makers to consider whether 
the design of the demonstration projects that CMS currently does 
is actually ideal for learning anything about what works and what 
does not. I think a much greater emphasis on designing the demo 
projects in a way that actually then teaches us about what works 
and what does not could prove to be significantly beneficial. 

Beyond that, I would also say CBO during 2008 will be spending 
significant resources internally on developing a health options vol- 
ume for you so that we will march down all the things that people 
talk about, care coordination, disease management, health informa- 
tion technology, and so on and provide some insight into our think- 
ing on what dials can be turned in order to generate budgetary ef- 
fects. 

So I do not have a full answer for you right now, but one of the 
reasons that I am bulking up our health staff is to be able to pro- 
vide better answers to you and better options for you next year. 

Mr. Doggett. Just one more, if I may. Yesterday in the op-ed 
that you had in the Wall Street Journal, which I would hope could 
be made a part of our record on this, you commented that many 
analysts believe that significantly constraining the growth of costs 
for public programs while maintaining broad access to hospitals 
and doctors under them will be possible only in conjunction with 
slowing costs in the health sector as a whole, much as what you 
said in response to my earlier questions. 

Could you just elaborate a little more about the possible adverse 
consequences of trying to constrain growth in the public sector 
health programs like Medicare and Medicaid without slowing 
healthcare costs economy-wide? 

Mr. Orszag. Yes. Again, the objective has to be that when you 
try to slow growth in Medicare and Medicaid, you then also achieve 
slowing of growth in the rest of the health system and thinking 
about that sort of follow-on effect. 

In the absence of that, if you just clamp down on the growth rate 
and payment rate, for example, in Medicare, and payment rates in 
the rest of the health system continue to grow unabated, doctors 
and hospitals will look at the compensation for treating a Medicare 
patient versus other patients and say I am not that interested in 
treating Medicare patients, for example. 

Mr. Doggett. Thank you very much. 

[The Wall Street Journal article referred to follows:] 

[From the Wall Street Journal, December 12, 2007, Page A19] 

The Biggest Budget Buster 

By Peter R. Orszag 

The nation’s economic outlook may look troubling in the short run, but these dif- 
ficulties pale beside the economic consequences that will follow if we don’t address 
the nation’s long-term fiscal gap — or the prospective mismatch between projected 
spending and revenues. 
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The fiscal gap does not arise, as many believe, primarily from the coming retire- 
ment of the baby boomers. Rather, the rate at which health-care costs grow will be 
the primary determinant of the nation’s long-term budget picture. 

A congressional hearing tomorrow will focus on new long-term budget projections 
from the Congressional Budget Office. CBO projects that under current law. Federal 
spending on Medicare and Medicaid measured as a percentage of gross domestic 
product will rise to 12% in 2050 and almost 20% around 2080 from 4% today. The 
bulk of that projected increase arises from steadily growing health-care costs per 
beneficiary. 

The aging of the population, although a less important factor, will exacerbate the 
fiscal pressures created by rising health-care costs. For example, largely reflecting 
demographic changes, spending on Social Security in 30 years will increase to 6% 
from about 4% of GDP today, and then roughly stabilize thereafter. 

Such increases in spending associated with both aging and increased health-care 
costs — unless matched by significant reductions in other spending or increases in 
revenues — would ultimately create outsized budget deficits that would raise govern- 
ment debt to unprecedented levels. 

Even if substantial future budget deficits could be financed by issuing additional 
debt, they would seriously harm the economy by reducing national saving and na- 
tional income. Averting such economic damage will ultimately require some com- 
bination of less spending and more revenues than what is now projected. 

The bottom line is that while we need to address the effects of the coming retire- 
ment of the baby boomers and the projected imbalance in Social Security, we have 
to pay even more attention to the health-care costs that exert the dominant influ- 
ence on our fiscal future. Policy makers will face both challenges and opportunities 
in trying to reduce these costs. 

Over long periods, the cost growth per beneficiary in the Medicare and Medicaid 
programs has tracked cost trends in private-sector health-care markets. As a result, 
many analysts believe that significantly constraining the growth of costs for the 
public programs while maintaining broad access to hospitals and doctors under 
them will be possible only in conjunction with slowing cost growth in the health sec- 
tor as a whole. The interactions between Medicare and Medicaid and the rest of the 
health system can complicate long-term efforts to reduce costs. 

But it’s too soon to conclude that the fiscal picture is hopelessly dismal. There re- 
mains the promising possibility of restraining health-care costs without incurring 
adverse health consequences. It may even be possible in some cases to reduce cost 
growth and improve health at the same time. Costs per beneficiary in Medicare, for 
example, vary substantially across the U.S. for reasons that cannot be explained 
fully by the characteristics of the patients or price levels in different areas. 

High-spending regions do not generate better health outcomes, on average, than 
the lower-spending ones. When health care at some of the nation’s leading medical 
facilities costs half as much as care at other top-rated facilities for the same types 
of patients, something must be wrong with the system. Some academic research 
suggests that national costs for health care can be reduced by perhaps 30% without 
harming quality. 

Understanding the reasons for such differences and finding effective ways to re- 
duce them while ensuring high-quality care will not be easy. Potentially promising 
approaches include generating more information about the relative effectiveness of 
medical treatments, and enhancing the incentives for providers to supply, and con- 
sumers to demand, better care, rather than just more care. 

Moving the nation toward a more efficient health system inevitably will be a proc- 
ess in which policy steps are tried, evaluated and maybe reconsidered. Beginning 
that arduous process now is essential to securing the nation’s long-term economic 
future. 

Mr. Orszag is the director of the Congressional Budget Office. 

Chairman Spratt. Mr. Scott. 

Mr. Scott. Thank you, Mr. Chairman. 

Dr. Orszag, we are trying to deal with this AMT problem and it 
seems to me that a lot of the AMT problem was predictable because 
we passed the tax cuts knowing that there would be an AMT prob- 
lem, and that was part of the scheme. 

You pass a trillion dollar tax cut and you phase it in, phase it 
out, do not pay for the AMT, figuring that when the time comes, 
we will fill in the gaps. We put in a down payment of about 300 
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billion on the tax cut and now we are kind of filling in the gaps, 
the AMT being one. 

If the tax cuts were to expire, how much of an AMT problem 
would we have? 

Mr. Orszag. The AMT problem is significantly less extreme in 
the absence of the 2001 and 2003 tax legislation. And the reason 
again is that people wind up on the AMT when their AMT liability 
is higher than their regular income tax liability. So as you reduce 
regular income tax rates, more people are shifted on to the alter- 
native minimum tax. 

Mr. Scott. So we could equalize it when we get there and make 
sure that if we have a tax cut, it is paid for without the AMT. 

I notice that your analysis did not include interest on the na- 
tional debt. That is one of the fastest-growing parts of the Federal 
budget. It is already what, a couple of hundred billion dollars. 

And according to the chart on your testimony at page five, by 
2030, it goes from 1.7 to 4.8 percent under the alternative, page 
five, under the alternative fiscal scenarios, 2007 is 1.7; 2030 is 4.8 
percent. It triples the interest on the national debt which would 
put it in the 700, 800 percent range. 

How do you do a budget? In your charts on page three, shouldn’t 
interest on the national debt be part of that chart? 

Mr. Orszag. You know, you could always add interest spending 
on top of so-called primary spending, that is noninterest spending. 
The reason that analysts sometimes or often examine primary 
spending is that is what drives the debt dynamics. 

So if noninterest spending exceeds revenue, you wind up with 
rising debt and vice versa. And the debt dynamics just follow. You 
can present the figures in terms of overall government spending. 
And as you note on table 12, that is what we do. 

Mr. Scott. Well, on table two, you also show that the kind of so- 
called primary, we actually have a surplus, but you did not have 
interest on the national debt. But since you have run up interest 
on the national debt, we have actually a deficit, so we are adding 
to the debt. 

Mr. Orszag. Correct. 

Mr. Scott. So I mean, it is not something you can ignore. As a 
matter of fact, it is the first thing you have got to pay. 

You just finished answering a healthcare question where if we fix 
Medicare and Medicaid, others will follow. I have a question of 
kind of who is following who. 

The healthcare problem is not a Medicare and Medicaid problem. 
It is a general problem. Everybody’s healthcare, everybody in the 
private sector is going up. 

Is there any credible way to fix to Medicare and Medicaid growth 
curve without doing something about healthcare generally? 

Mr. Orszag. Again, only to the extent that the changes you make 
to Medicare and Medicaid spill over and also help to constrain 
growth in the rest of the health sector will those changes in Medi- 
care and Medicaid ultimately be sustainable because if not, you 
will create huge access problems. 

Mr. Scott. Who is driving what? I mean, it seems to me the pri- 
vate sector healthcare drives the cost of Medicare and Medicaid. 
And as you suggested, if it gets too far out of whack, people just 
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will not take Medicare and Medicaid. And you have had that sce- 
nario plenty of times. 

Mr. Orszag. One of the complexities in health policy is these 
complicated interactions between the public and private parts of 
the system. So it goes in both directions. 

Mr. Scott. Okay. Well, what is the experience and cost control 
in Medicaid and Medicare? Is it better or worse that the private 
sector? 

Mr. Orszag. Over long periods of time over the past three to four 
decades, excess cost growth, which is the best way of measuring 
these things in Medicare and Medicaid, have closely tracked cost 
growth in the rest of the health system. So on average, they have 
been growing at about the same rate. 

Mr. Scott. Is there any way to get hold of it without going to 
a single payer plan? 

Mr. Orszag. Any way to get hold of what? 

Mr. Scott. The growth in healthcare costs. 

Mr. Orszag. Again, I think the answer to that is yes. There are 
different models. The fundamental problem that we face is that we 
lack information, adequate information on what works and what 
does not. And we have financial incentives to provide more care 
both for providers and consumers rather than better care. 

And that combination of a lack of knowledge and then financial 
incentives just for more care rather than more efficient care or bet- 
ter care leads to rapid growth in spending and also to spending lev- 
els that are higher than they need to be to deliver health quality 
of whatever level. 

Chairman Spratt. Maybe we should give people some kind of 
bonus if they retire in Minneapolis instead of Miami. 

Mr. McHenry. 

Mr. McHenry. Thank you, Mr. Chairman. 

Dr. Orszag, I appreciate your editorial from yesterday and I 
know it has been referenced. But is there such thing as a prohibi- 
tive tax rate, a tax rate that reduces productivity, stagnates the 
economy? Is there such thing as a prohibitive tax rate? 

Mr. Orszag. I think everyone would agree a hundred percent 
would have a very negative effect on incentives. 

Mr. McHenry. Okay. But short of that. 

Mr. Orszag. Sure. The question becomes where the line is. And 
as tax rates rise, especially marginal tax rates, the distortions to 
incentives become more severe. I do not know that I can give you 
a, you know, cliff where the world falls apart as opposed to it just 
becoming gradually more severe. 

Mr. McHenry. But a jump in tax rates. For instance, taxes that 
may go up 50 percent, does that have a harmful effect on the econ- 
omy and productivity? 

Mr. Orszag. An increase in marginal tax rates does harm incen- 
tives and does negatively affect productivity. On the other hand, 
one does need to think about what that is financing. And to the ex- 
tent it is reducing a deficit, there is a corresponding economic ben- 
efit from eliminating that deficit. 

And actually CBO’s analysis suggests that the most important 
thing is to get rid of the deficit and exactly how you do it is typi- 
cally of less consequence than the economic impact of allowing the 
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kind of runaway deficits that are present under the alternative fis- 
cal scenario. 

Or another way of putting it is you typically do not get effects 
on future national income by 2050 of 25 percent, which is the im- 
pact of the additional debt under the alternative fiscal scenario 
from any plausible way of trying to close that gap. 

Mr. McHenry. Okay. Alright. So my next question was going to 
be about the deficit, but you have already touched on that very 
good. 

But going to the debt, you know, we know that the deficit has 
an enormous multiplying effect on the debt. We are adding to the 
debt every day when we have a deficit, thereby if we balance the 
books, the debt scenario long term is less harmful. 

What is the effect of long-term debt, of our long-term national 
debt? 

Mr. Orszag. Yes. Additional debt has a harmful effect both on 
the accumulation of productive investment at home, that is like in- 
vestment in computers and physical plants and equipment, and 
also in terms of how much we borrow from abroad and the liability 
that we then owe to foreign creditors. 

Mr. McHenry. Well, certainly I know that is fact. But in terms 
of productivity, what does our tax structure, our structural deficit, 
and our debt do to productivity in this country and what can we 
do to actually increase productivity and investment in increasing 
productivity? 

Mr. Orszag. The best single thing that we can do to increase fu- 
ture national income and, therefore, productivity and income 
growth between now and the future is to increase our national sav- 
ing rate. And part of that has to do with improving the nation’s fis- 
cal balance, the Federal, state, and local side of things. 

Part of it also has to do to encouraging private saving. And I 
think I mentioned at a hearing last week there is a growing body 
of research about what works to get households to save. And a lot 
of it has to do with making it easy and automatic for them to do 
so. 

Mr. McHenry. Easy and automatic. And perhaps eliminating the 
Tax Code of disincentive that we currently have on savings. 

Mr. Orszag. There is some effect from 

Mr. McHenry. Tax policy. 

Mr. Orszag [continuing]. After tax rates, a return in tax policy. 
The research that I am familiar with suggests a far larger, more 
dominant factor really has to do with ease and simplicity, so things 
like being automatically in a 401(k) plan unless you opt out, trying 
to explore whether that is possible in an IRA setting, and other 
things like that so that households are doing what they want to do 
automatically and it is easy for them to do so. 

Mr. McHenry. But certainly as secondary, you would have to 
admit it is tax policy? 

Mr. Orszag. The rate of return and the after tax rate of return 
also does affect saving, yes. 

Mr. McHenry. Okay. 

Mr. Orszag. The question is just the magnitude, but, yes. 

Mr. McHenry. The magnitude is the question? 

Mr. Orszag. Right. 
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Mr. McHenry. Okay. Well, is there such thing as raising taxes 
so much that Federal revenue will go down? For instance, if we 
raise taxes in such a large way that the economy stagnates and 
thereby more people are on unemployment and not working and 
thereby not paying taxes, is that a prospect that we have to be con- 
cerned about? 

Mr. Orszag. That is a theoretical possibility. I think all of the 
available evidence and analysis suggest we are not currently any- 
where close to that threshold. 

Mr. McHenry. Well, we are not currently, but you would have 
to say if we increase taxes in a massive way, that is one of the pos- 
sibilities? 

Mr. Orszag. Again, I would say it is a theoretical possibility, 
but 

Mr. McHenry. Theoretical possibility? 

Mr. Orszag [continuing]. We are not close to that in reality cur- 
rently. 

Mr. McHenry. Currently. But then again, we have not raised 
taxes currently and the Tax Code is set in place for another two 
years. 

Mr. Orszag. That is correct. 

Mr. McHenry. Thank you. 

Chairman Spratt. Mr. Etheridge from North Carolina. 

Mr. Etheridge. Thank you, Mr. Chairman. 

Thank you for being here and thank you for your patience this 
morning when we were running about. 

Let me make a quick statement and ask a question that gets 
back to our long-term as it relates to the cost of healthcare. 

But our gross national debt now is what, about a little over nine 
trillion roughly? 

Mr. Orszag. Gross Federal debt, yes. 

Mr. Etheridge. Alright. Since 2001, privately-held debt has 
grown by about 1.8 trillion, close to $2 trillion. Sixty-eight percent 
of that borrowing has been from foreign countries or foreign 
sources outside the United States which means since 2000, the 
Federal Government has borrowed $1.2 trillion from foreign 
sources, China, Libya, Saudi Arabia, on and on, whomever. 

The Federal Government since 2000 has sent $709 billion plus or 
minus a few billion, I guess, abroad in the form of interest pay- 
ments. 

Now, my question is this, because that interest would have built 
roughly 12,000 new schools in this country, a lot of health clinics 
for our veterans. But my issue is this. As you accumulate debt, and 
part of this debt is for a host of reasons, some of it was tax cuts, 
some of it was spending, whatever, as you accumulate that, you 
send that revenue offshore. That bond or debt is held for a long pe- 
riod of time and it continues to grow. 

Can you give me any indication of what that does to our ability 
to add to the gross domestic product in this country as you are 
sending dollars overseas? Historically when we sold bonds, we sold 
them to ourselves which internally helped growth. 

Mr. Orszag. I guess what I would say is that running deficits 
does impose adverse consequences on the economy. You can try to 
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measure that in various different ways. And I know that interest 
payments might be a salient way of doing it. 

But the fundamental economics of it is that Federal deficits and 
the accumulation of Federal debt both crowds out investment here 
and also increases borrowing from abroad both of which reduce fu- 
ture national income, either because we are less productive in the 
future, because we do not have as many computers, or because we 
owe liabilities to foreigners and so we have to share some of the 
returns to our computers with foreign creditors. 

Mr. Etheridge. So I guess I am trying to get a feel, and you 
might not be able to answer this one today, is debt in itself has a 
weight. But does that weight vary differently whether it is handled 
internally or externally? 

Mr. Orszag. Yes. Not to our first approximation. And, in fact, 
some economists argue that given the history of our foreign bor- 
rowing that we have been able to effectively pay a lower rate of re- 
turn through changes in the dollar and other factors to foreign 
creditors. 

I would say to a first approximation, the economic consequences 
of running a Federal deficit of X percent of the economy are rough- 
ly similar regardless of whether those debts are domestically fi- 
nanced or externally financed. 

Mr. Etheridge. Okay. Let me move to the healthcare piece very 
quickly in the time left. 

My question, we have been talking about Medicare and Medicaid 
and the growth and we are all aware that we have got to deal with 
it. But I guess my question is, why is the cost of healthcare in 
America rising so much more rapidly than in some of the other in- 
dustrialized nations who really do not expect a comparable increase 
and what are the policy implications in other countries? Why are 
they so different than what they are here in the United States? 

Mr. Orszag. Healthcare costs are growing in countries across the 
globe, including in those European countries that are often the 
basis of level comparisons. It is true that the United States seems 
to be growing somewhat more rapidly, for example, in terms of ex- 
cess cost growth, although not extremely more rapidly. 

And I think a lot of the reason probably does have to do with the 
speed with which we adopt new technologies and then diffuse 
them. We seem to adopt new technologies more rapidly in 
healthcare and then have them spread, even when again their 
value is not entirely clear in certain settings, more rapidly and 
more widely than in other countries. And partly as a result of that, 
we do wind up somewhat higher. 

But, again, for example, if our average excess cost growth is close 
to 2.0 to 2.5 percentage points per year over the last three decades, 
there are lots of other countries that are, you know, between one 
and a half and two. 

Mr. Etheridge. Okay. All right. Thank you. 

Thank you, Mr. Chairman. I yield back. 

Chairman Spratt. Mr. Berry. 

Mr. Berry. Thank you, Mr. Chairman, and thank you for holding 
this hearing. 

Dr. Orszag, we appreciate you. I do not know how you can re- 
member all that stuff, but I admire you for doing it. 
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Mr. Orszag. Thank you. 

Mr. Berry. And even though I do not like the answers you give 
us sometimes, I think you are honest about it and I appreciate that 
very much. 

I sit in these meetings day after day, hour after hour and hear 
these discussions. Now, this morning has heen a little bit different 
because we talked about healthcare a little bit. But generally the 
discussion is completely centered on tax rates and interest rates. 

We had along with you a couple other fellows here the other day 
that are supposed to be sure enough whiz bangs about all that 
stuff. And I have no doubt that they are. I am not making any crit- 
icism of them. 

And as we go through this discussion, it is like all you have got 
to do to create an economy is to either change the tax rate or the 
interest rate and all of a sudden, jobs and economy just start bub- 
bling up out of the ground or falling from the sky or they are com- 
ing from somewhere that I do not really fully understand. 

If we totally eliminated Social Security, and Social Security is a 
program where people do save their money. They contribute their 
own money and their employers contribute money to a retirement 
fund. Social Security is not a gift from the government to the peo- 
ple. It just supposedly manages this trust fund so it can pay out 
the benefits to these people at such time when they are either 
qualified for it or need it. 

But if we totally eliminated it, we still would not close the fiscal 
gap that we have, it would not help a whole lot. We would put a 
lot of elderly people into poverty if we were to do that. 

If we totally eliminated nondefense discretionary spending, we 
could again close the gap. It would not completely close it, but it 
would make a big difference. 

What would happen to education and infrastructure in this coun- 
try? What would happen to our economy if we did both those things 
or either one of those things? 

Mr. Orszag. Well, you are asking me what would happen if we 
eliminated Social Security? 

Mr. Berry. Yes. 

Mr. Orszag. The fiscal gap would be about .6 or .7 percentage 
points of GDP, so about a tenth of the overall fiscal gap smaller. 
And as you noted, especially, you know, current retirees and those 
nearing retirement who were counting on Social Security benefits 
would face fairly extreme hardship. 

Mr. Berry. And if we did away with nondefense discretionary 
spending, we would severely impact our ability to invest in edu- 
cation and infrastructure. Would you agree with that? 

Mr. Orszag. All the things that nondefense discretionary spend- 
ing goes to, environmental protection, education, the FBI, what 
have you. 

Mr. Berry. Right. By contrast, who would get the most benefit 
if we extend what we describe on this side of the aisle as the Bush 
tax cuts and AMT relief and who will bear the burden of the debt 
if we do not pay it? 

Mr. Orszag. First with regard to the debt, we all bear the bur- 
den of an unsustainable fiscal path and precisely who among us 
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bears more of the burden depends on how we ultimately address 
it. 

With regard to the tax legislation, as I have said before, the best 
way of measuring the impact on individuals and households from 
changes in the Tax Code is in terms of the percentage change in 
after tax income. And that percentage change under the 2001 and 
2003 tax legislation is higher for high-income households than for 
low-income households. 

Mr. Berry. Is there value to our economy in having the cheapest 
and safest food supply of any nation in the world by quite a bit? 
It is not just a little percentage point or two. It is like 50 percent 
cheaper than any place else. 

Mr. Orszag. There is obviously a value to consumers to low 
prices on various products. Although, actually, I would say as a 
consumer myself, sometimes I wish the prices of nonhealthy food 
were a little higher to discourage me from eating them, but I will 
leave that aside. 

Mr. Berry. Yes, me too. I would probably pay the price anyway. 
I like it. 

Thank you, sir. 

Mr. Orszag. Thank you. 

Chairman Spratt. Mr. Ryan. 

Mr. Ryan. Thank you. Dr. Orszag. 

Since the big elephant in the room here is healthcare costs and 
price increases, let us talk about that for a second. 

Your last two charts show the geographic disparities and then 
you go a great length doing a great service talking about, you 
know, the bulk of the problem is in the costs. 

You also say that, I think, correct me if I am wrong, about 30 
percent of the costs could be wiped out without sacrificing quality. 

Mr. Orszag. Those are estimates from noted academic research- 
ers. They are not CBO estimates. But there are established and 
well-known academics who believe the number may even be higher 
than that. 

Mr. Ryan. If we had more rational and accurate utilization, if we 
had the right alignment of preventative services, we could wrench 
out of the system about 30 percent if the system worked perfectly 
rationally, right? 

Mr. Orszag. That is the suggestion. That is the opportunity. 

Mr. Ryan. Is it your belief and intention that if legislation can 
be written in such a way that central planning could achieve that, 
do you believe that and do you intend to score that? 

Mr. Orszag. I do not know what you mean by central planning. 

Mr. Ryan. Yes. Do you believe that better direction of care, man- 
agement of care, coordination of care by government, by HHS could 
achieve those efficiencies and is there a scenario in your mind in 
which you would score that as achieving such savings? 

Mr. Orszag. Two things quickly. One is that there is a signifi- 
cant potential. I do not know without seeing the exact policies that 
are proposed, you know, how much of that potential would be cap- 
tured by a set of policies. 

But we have already said, and I will say again, expanding out 
the information on what works and what does not and then using 
both Federal policy and hopefully private insurance also to steer in- 
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centives towards the higher value care has substantial potential to 
reduce costs over the long term. 

Mr. Ryan. So to the extent that the Federal Government has 
more ability to impact those outcomes and decisions, there is a 
greater ability to achieve these savings? 

Mr. Orszag. The Federal Government has the ability by if you 
were to change the payment system so that you were not just on 
a fee-for-service basis, paying for more care, but rather paying for 
sort of fee-for-value, paying for higher value care to substantially 
affect the way medicine is practiced in the United States. 

Mr. Ryan. We are at 16 percent of GDP now for healthcare? 

Mr. Orszag. That is correct. 

Mr. Ryan. Given the rest of the economy functions in more of a 
free market way and in that there is greater and more accurate 
transparency on price and quality, more consumer activity involved 
and being sensitive to those things, would not we achieve savings 
if we brought those kinds of reforms to the healthcare sector, 
namely the kinds of transparency on price and quality and shop- 
ping incentives for consumers that we have in virtually all other 
aspects of the economy? 

Mr. Orszag. There would be some effect. And CBO, for example, 
in December 2006 put out a report on consumer-directed health 
plans and noted that a universal system of consumer-directed 
health plans would reduce cost. But the report suggested it might 
reduce costs by about five percent, not as much as the potential 
that apparently exists. 

And I think that is because of the tension between the concentra- 
tion of healthcare costs in catastrophic cases and the reluctance not 
to provide generous insurance against those catastrophic cases. In- 
surance, after all, is designed to help cover those high-cost cases 
and they account for such a large share of overall healthcare costs 
that the traction you get from additional cost sharing on the con- 
sumer side is often not as great as one would hope or expect. 

Mr. Ryan. What I am trying to get at is, is there a magic bullet 
on addressing the root cause of health inflation? Are there two or 
three things that can be done to go at the root cause of health in- 
flation that we believe we can achieve real scoring if we do this? 

Mr. Orszag. I do not know that there are two or three magic bul- 
lets. I think financial incentives matter a lot. I think additional in- 
formation and transparency matter a lot. The delivery system prob- 
ably matters to some degree. 

We will be trying to provide more clarity to you as policy makers 
throughout next year in terms of the size of the dials on these var- 
ious different things. But one of the frustrations that people often 
say, we would solve our long-term fiscal problem if we just locked 
you all in a room and did not, you know, give you any food and 
did not let you out until you solved the problem. 

On healthcare, I think you do not have the information you need 
to reach those kinds of decisions. For example, on Social Security, 
that would work if you were willing to do it. On healthcare, it is 
not clear to me that it would work. 

I have not seen, despite the fact that on Social Security I have 
authored and lots of people have authored all these plans and you 
have the tables 
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Mr. Ryan. Right. It is pretty easy. Money in, money out, move 
the dials. They are all finite and known. 

Mr. Orszag. I have not seen a credible plan to restore long-term 
actuarial balance to Medicare and Medicaid that has been sort of 
fully evaluated and that you could choose from if we locked you in 
that room. And in the absence of that, I do not know exactly what 
you would do in there. 

Mr. Ryan. Well, is not the problem with our healthcare entitle- 
ments one that it is basically reimbursing the American healthcare 
system? We are just paying for the healthcare system we have 
today and absent reforming the healthcare system we have today, 
you cannot solve the problem. With Social Security, it is a finite, 
containable program within itself. 

Mr. Orszag. Right. 

Mr. Ryan. So basically what we are saying is you cannot fix the 
Medicare and Medicaid problem if you do not fix the healthcare 
problem and that problem being the health inflation. 

Mr. Orszag. I agree with that. And I also think, therefore, the 
fundamental nature of our long-term fiscal problem, which is typi- 
cally framed from the Social Security perspective in terms of like 
one generation paying more and what have you, is present for a 
small share of this long-term fiscal gap, but the fundamental polit- 
ical economy and the underlying analytics and the sort of difficulty 
is what you just described, how do we get healthcare cost inflation 
under control. And that is a much different set of challenges than 
the way that the long-term fiscal problem is typically framed. 

Mr. Ryan. Yes. I would argue doing more to bring the market re- 
forms and market experiences that exist in the rest of the economy 
would probably be the best thing to tame health inflation. This is 
16 percent of our economy, but it does not operate like the rest of 
our economy. It is virtually absent of real transparency on price 
and quality and consumers really do not have incentives to act on 
those things. They are either locked in their HMO, they are told 
where they have got to go to, and they cannot shop because they 
do not have the information anyway. 

Chairman Spratt. Will the gentleman yield? I think you just put 
your finger on the conundrum, that is what you described is not 
a true market situation and, yet, you are proposing a market solu- 
tion to it. You described something that is not a real market be- 
cause consumers are not 

Mr. Ryan. That is right. 

Chairman Spratt [continuing]. Active participants. 

Mr. Ryan. It is not a true functioning free market right now. 

Chairman Spratt. And, yet, you are saying that the best solu- 
tions are market solutions. 

Mr. Ryan. Yes, because they are absent from the system today. 

Chairman Spratt. Well, that means you have got to build a mar- 
ket completely here that does not exist in terms of classical eco- 
nomics. 

Mr. Ryan. Eighty-four percent of the economy functions in a 
basic free market system, transparency on price, transparency on 
quality, and survival on business based on those metrics. Con- 
sumers will move their feet based on price and quality. Competi- 
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tors and producers have to compete on those metrics. Healthcare 
you do not. 

And so my point is if we bring those kinds of basic market fun- 
damentals to healthcare, I think we can go so much farther down 
the road in taming health inflation without sacrificing quality, in 
fact promoting quality, and wrenching out that 30 percent waste. 

Rather than sitting in a Committee in Washington or bureauc- 
racy down the street and trying to direct how the system ought to 
operate, I would rather have every mind in America working on 
solving the problem through the use of consumer actions rather 
than a few elites in Washington trying to figure out how we can 
direct and micromanage this enormous sector of our economy. 

To be rational, I think that is an oxymoron. I think that if we 
get these basic market fundamentals in this system, that is the 
best thing we can do to achieve what we all want which is main- 
tain high quality but at a rational price. And we do not have ra- 
tional pricing right now. 

Chairman Spratt. Dr. Orszag. 

Mr. Orszag. I guess what I could say is that I think it is very 
clear that incentives matter a lot in healthcare both for consumers 
and especially for providers. And the incentives currently are not 
very well aligned to delivering high value care. 

And the only other thing I would say is that in a vision of con- 
sumer-directed healthcare, one does need to, and I know that Mr. 
Ryan is very sensitive to this, one does need to take into account 
the particular nature of healthcare and things like asymmetric in- 
formation and sorting, what have you. 

And then more important or at least as importantly that I would 
also note, for me as a consumer, I currently do not have the infor- 
mation that I need in order to choose whether this intervention is 
better than that intervention. And I do not think that we have 
strong enough, we probably will never have strong enough private 
incentives, purely private incentives to deliver or create that kind 
of information because it has the nature of a public good. When you 
create information like that, it is useful for all consumers. 

In the absence of that kind of information, consumers are ham- 
pered in their ability to choose intelligently. And so regardless of 
whether one’s vision is a single payor or a mixed system or con- 
sumer-directed health system, more information on what works 
and what does not is absolutely essential to moving the system to- 
wards a higher value one. 

Mr. Ryan. And combining that information with price. I will give 
you one example. In Milwaukee as of two years ago, the latest 
data, the cost of bypass surgery ranges from $47,000 to $120,000. 

A couple proprietary studies on outcomes shows us that a hos- 
pital that charges 65 grand is the best place to go. Nobody knows 
that. Nobody knows that the place that charges you 65 grand is 
where you are more likely to have a better outcome for your by- 
pass, but most people are going to the place that charges $120,000. 

So when you have such enormous disparities, disconnects be- 
tween price and quality, there is clearly great room for improve- 
ment and more market functions in the kind of system we have 
today. 
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That is the point I am trying to make. But I appreciate this dia- 
logue. It is constructive. 

Chairman Spratt. Mr. McHenry, do you have further questions? 

Just if you have no questions, Dr. Orszag, let me go back to this 
thing about PAYGO and whether or not it has a positive effect on 
the situation we are in. As I understand your baseline extended 
scenario, it could be seen as a PAYGO scenario as part of it? 

Mr. Orszag. Yes, sir. 

Chairman Spratt. And it seemed to show that adherence to 
PAYGO, if you will look at figure two on page four, your curve, 
those two exploding curves, it seems to show that if we stick with 
the extended baseline scenario, which includes PAYGO, we have 
got about a 20-year period there, until 2032, before the debt as a 
percentage of GDP really begins to spike upward. 

Is this credited to PAYGO or is it something else at work in the 
curve there? 

Mr. Orszag. No. That could again be interpreted as if you strict- 
ly abided by PAYGO over that period what the projections suggest 
the outcome would be. 

Chairman Spratt. Now, your favorite chart, which has almost 
become a signature of CBO, is this chart on the front here, which 
shows the revelations you presented today that you have long 
known but most people have not understood, namely this is not a 
demographic problem. This is a healthcare delivery cost problem. 

Is there some way you could devise a simple model so that you 
could tell how significant proposals, not minor adjustment, but sig- 
nificant proposals in Medicare, Medicaid, and, for that matter, the 
other healthcare programs paid for by the Federal Government 
from the Veterans Administration to TRICARE, to FEHV, somehow 
we would have a model so you could tell, you could plug it in, a 
proposal into that model and tell what the future consequences are 
going to be, the extent to which it adhered to the parameter that 
you have set out, that is growth, that it does not exceed GDP 
growth and I guess beneficiary population growth? 

Mr. Orszag. That is obviously a very difficult undertaking. If we 
think ten-year scoring is hard, evaluating 

Chairman Spratt. Part of our problem here with five- and ten- 
year scoring is that most of what you are looking at is beyond the 
ten-year horizon. 

Mr. Orszag. Absolutely. What I am trying to do, for example, in 
that health options volume that we will be doing throughout next 
year is give some indication, even if I cannot give you an exact 
number, of whether over the long term something is meaningful or 
likely to be meaningful if you do it this way. 

We have done that, for example, with regard to comparative ef- 
fectiveness research and said that if it is undertaken aggressively 
and if it is tied to financial incentives, the result could be signifi- 
cant reductions over the long term in healthcare costs. We are 
going to try to provide more information like that, although I can- 
not commit to saying something will be $27.7 billion change in 
2042 kind of precision. 

Chairman Spratt. Well, thank you very much for your good 
work and to your staff as well for their excellent work as always. 
And this is an enormous problem, but it is one that really affects 
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the future of this country. It goes to the veiy essence of what we 
are all about. We appreciate your contribution this morning and 
your forbearance in answering our questions. Thank you very much 
indeed. 

Mr. Orszag. Thank you, Mr. Chairman. 

Chairman Spratt. I ask for unanimous consent that all members 
who did not have the opportunity to ask questions of the witness 
be given seven days to submit questions for the record. There is no- 
body here to object, so it is ordered. 

[Whereupon, at 12:18 p.m., the Committee was adjourned.] 
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